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Violent disturbances to price levels 
haturally bring into sharp relief the basic 
tonvention that accounting is primarily an 
historical record. When the disturbance 
takes the form of a severe fall in the pur- 
chasing power of money, which is, of 
course, simply another way of saying a 
large rise in replacement costs, questions are 
pound to arise whether accounting state- 
ments expressed in historical terms are 
adequate for all or any of the purposes of 
accounting. When prices fall, naturally 
less is heard of the desirability of serap- 
ping the historical record basis. 

The world is passing through a period of 
violent decline in the value of money, 
accompanied in most countries by more or 
less successful attempts to cushion its 
effects by price control measures and by 
heavy taxation of business profits. The 
concurrence of these three phenomena— 
rising prices, price control and heavy tax- 
ation—has faced financial management 
with a series of problems, in some respects 
unprecedented. It would be irrational to 
pretend that these problems can be solved 
merely by changing accepted accounting 
practice. Accounting is one of the methods 
used for informing financial management : 
nt is not and cannot be a substitute for 
financial management. 

One vitally important aspect of the new 
financial problems is the means by which 
replacement of fixed assets may be financed 
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in the face of rising replacement costs. 
This particular problem would be com- 
paratively easily solved if it were not for 
the incidence of price control and heavy 
taxation. In times of rising prices, profits 
also tend to rise: increasing costs of re- 
placement of fixed assets could, therefore, 
be met by retention within a business of 
larger amounts of profits, as a supplement 
to the depreciation provisions charged 
against income in the course of determining 
profits earned. 

In such cireumstaneces, probably little 
would have been heard of the supposed 
necessity for changing accounting theory 
and practice in regard to depreciation. 

But since price control operates, con- 
sciously or unconsciously, to limit profits, 
and since taxation takes away a large pro- 
portion of such profits as are earned, the 
opportunity to build up depreciation 
reserves, in addition to depreciation pro- 
visions, by retention of profits is denied to 
most businesses, unless indeed shareholders, 
are content to accept greatly reduced divi- 
dends or to go without dividends alto- 
gether. In some cases, even if dividends 
were suspended, it is doubtful whether ade- 
quate reserves could be accumulated. 

This is clearly a major financial problem, 
to which a solution must be found for every 
business which is to remain in business and 
to maintain or improve its efficient oper- 
ation. This article does not pretend to 
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‘ 
furnish the solution, but rather to examine 
briefly the assumption, which is apparently 
attractive, that the circumstances justify or 
even require a re-casting of accounting 
theory. 


Established accounting theory as to the 
nature. and purpose of depreciation in 
accounting is succinctly expressed in 
Recommendation IX of the Recommenda- 
tions on Accounting Principles by the 
Council of the Institute of Chartered 
Accountants in England and Wales. 


Two significant extracts from this recom- 
mendation are: 


(a) 

Depreciation represents that part of the cost 
of a fixed asset to its owner which is not recov- 
erable when the asset is finally put out of use 
by him. Provision against this loss of capital 
is an integral cost of conducting the business 
during the effective commercial life of the asset, 
and is not dependent upon the amount of profit 
earned. 


(b) 

Amounts set aside out of profits for obsolescence 
which cannot be foreseen, or for a possible in- 
crease in the cost of replacement, are matters 
of financial prudence. Neither can be estimated 
with any degree of accuracy. They are in the 
nature of reserves and should be treated as such 
in the accounts. 


It should be borne in mind that this 
recommendation is one of a series of recom- 
mendations relating to the form and.con- 
tents of balance sheets and profit and loss 
accounts: it deals, therefore, with depreci- 
ation from the standpoint of financial 
accounting and not necessarily from that of 
eost accounting. It may well be that a 
concept of depreciation which is acceptable 
for financial accounting purposes is unac- 
ceptable for some, if not all, of the purposes 
of cost accounting: and there is no good 
reason for insistence upon acceptance of 
the same concepts for both financial 
accounting and cost accounting. Indeed, if 
it be true, as it probably is, that some of 
the purposes of cost accounting (such as 
the analysis of marginal costs and the use 
of cost data for price determination pur- 
poses) is best carried out by means of 
statistical studies outside the books of 
account, it may not even be necessary to 
insist upon acceptance of the same concept 
of depreciation for different cost account- 
ing purposes. 
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During the discussions on papers deliv- 
ered at the Commonwealth Institute of 
Accountants Jubilee Convention in October 
last, it was evident that there is a consider- 
able body of opinion amongst accountants 
in Australia that, for price determination 
purposes, depreciation included in costs 
should be adequate to provide for replace- 
ment of the fixed assets in respect of which 
it is provided. The point was well argued, 
for example, in Mr. L. A. Schumer’s 
paper,’ in which also interesting sugges- 
tions were made for the maintenance of 
means of continuous reconciliation of finan- 
cial accounting ‘‘values’’ of fixed assets 
with their cost accounting ‘‘values’’. 
Mr. Schumer’s suggestions involve no con- 
flict with the theory and practice of depreci- 
ation for financial accounting purposes 
enunciated by the Institute of Chartered 
Accountants in England and Wales. 

There is, of course, no reason why cost 
data furnished for the information of 
managers should be restricted by rigid con- 
cepts or formulae. If, for example, man- 
agement desires to know the cost of manu- 
facture of a given article, there can be no 
objection to the making of alternative cal- 
culations of that cost, one including depre- 
ciation based on original cost of the facili- 
ties used in its manufacture, and the other 
including depreciation based on their 
estimated replacement cost. The essential 
in such eases is that there be a clear and 
unambiguous statement of the respective 
bases on which the two cost structures have 
been established. Hence, Mr. Schumer’s 
conclusion, with which I am heartily in 
accord, that: * 

Complete freedom in the choice of cost concepts 

and values is essential .. . In consequence, the 

selection of actual or replacement cost as 4 

basis of depreciation charges is dictated solely 

by the nature of the problem to be solved. 


This view is, of course, concerned with 
the subjective determination of cost: it is 
not necessarily valid where the purpose of 
cost accounting is the objective demonstra- 
tion of cost. Thus, where cost is to be de- 
termined for such purposes as price fixation 
under ‘‘cost-plus’’ contracts, price control, 
or income taxation, cost concepts accept- 
able to both parties must be devised. Con- 
cepts acceptable in this sense are likely to 
be much less elastic than those used for 
cost analysis and cost control purposes and 


1 See The Australian Accountant, December, 1947, pp. 549 and ff. 
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to correspond much more closely with those 
of financial accounting. That is to say, 
depreciation as a cost for price control or 
income tax purposes is prima facie a pro- 
vision for that part of the cost of an asset 
which has been consumed in the process of 
earning income and which is, therefore, to 
be included in the costs matched with that 
income. Any other treatment of depreci- 
ation would conflict with the fundamental 
basis on which price control in Australia 
has operated since it was first introduced: 
acceptance of replacement cost as the de- 
preciation base would logically involve 
acceptance of replacement cost for 
materials, labour and all other elements of 
cost, and price control would become almost 
completely ineffective. 
Moreover, it can be argued that, if re- 
placement costs of fixed assets (and of 
materials and labour) have risen, the pur- 
chasing power of the capital used in the 
At Inception— 
Capital £1,500 
£1,500 
a 
At poet of 10 Years. 


Capital 
Plus U ndistributed | Profits 


. £1,500 
300 
£1,800 


£1,800 

If the business is to continue, it must 
purchase a new machine for £2,000: obvi- 
ously, its present resources are insufficient 
to enable it to do this and at the same time 
to carry the other assets which it needs and 
which, since prices have risen, will now 
cost more than £500. 

There are alternative ways of viewing 
what has happened. One is to say that 
costs have not been fully recovered because 
the business is unable from its own 
resources to replace the assets which it has 
consumed. The other is to say that the 
initial capital of £1,500 has shrunk in value 
because of the fall in the value of money 
and that, therefore, the business now needs 
a larger money capital. Profits retained 
have not been sufficient to make good this 
loss of capital and, if the business is to con- 
tinue, it must be made good by additional 
capital contributions. In short, in a world 
of shrinking value of money, capital ex- 
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business has fallen. There has been a loss 
of capital, distinct in nature and in its 
origin from an operating loss, resulting 
from an excess of cost over income earned. 
Logically, this loss should be made good, 
not by treating it as a cost, but by restoring 
the purchasing power of the capital used 
in the business: that is, by increasing the 
capital either by retention of profits or by 
additional capital contributions. 

To take a simple example, assume that 
the initial capital of a business is £1,500, of 
which £1,000 is expended on the purchase 
of a machine and £500 on other assets. The 
machine lasts for ten years and can then 
be replaced for £2,000. During the ten 
years, profits of £1,500 have been earned 
after providing for £1,000 depreciation and 
taxes and dividends paid have amounted to 
£1,200. The balance sheets of the business 
at its inception and at the end of the period 
of ten years will be as under: . 


£1,000 
500 


Machine 
Other Assets 


£1,500 


. £1,000 
De prec ci- 


Machine 

Less Provision ‘for 
ation 1,000 

Other Assets— 


(Less Liabilities) 1,800 


£1,800 


pressed in terms of money cannot escape 
shrinkage any more than can the value of 
a life assurance policy. It is precisely for 
the reason that business capital must con- 
tinually face risks of losses from unpredict- 
able causes (including catastrophic changes 
in money value) that wise financial man- 
agers insist on the building up of substan- 
tial reserves. Where, for any reason—lack 
of profit earning capacity, price control, 
heavy taxation—additions to reserves can- 
not keep pace with the fall in the purchas- 
ing power of the capital (or, obversely, with 
the rise in replacement costs), the business 
must be re-financed. 

To repeat, the problem is one of financial 
management, not of accounting theory, and 
it is important that accounting statements 
should preserve that distinction by clear 
discrimination between operating losses and 
capital losses and, as the recommendations 
of the Institute of Chartered Accountants 
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in England and Wales emphasise, between 
provisions for depreciation and reserves for 
estimated additional cost of replacement of 
assets. Nothing that is here written or im- 
plied will, of course, be taken as a criticism 
of the wisdom or propriety of maintain- 
ing and strengthening reserves for such 
purposes. 

The conflict between the concepts of 
depreciation as an accounting provision for 
consumed cost, and as a financial provision 
for replacement of assets, has evidently 
been raised in a striking manner by recent 
happenings in U.S.A. The December, 1947, 
issue of Fortune contained the following 
interesting account of recent developments 
in that country: 


$1 is $1—or Is It? 

Since the appearance of U.S. Steel Corp.’s 
midyear statement, the accountants of the U.S. 
have been engaged in what, for accountants, is 
a raging:battle. The corporation disclosed that 
it was charging 12,000,000 dollars against in- 
come for the first six months as a ‘‘cost covering 
wear and exhaustion of facilities’’ in addition 
to established depreciation, which is based upon 
the original cost of such facilities. Under 
‘*proper’’ accounting procedure, a company has 
no right to charge more against revenues for 
its plants than its original investment in them 
spread over the years of their useful life. 

As the implications of the U.S. Steel state- 
ment dawned, the accountants broke into two 
camps: a radical minority favouring Steel’s 
move, and an orthodox majority viewing it with 
utter horror. Not only do firms oppose firms 
in this controversy; partners disagree with 
partners. 

The new ‘‘Steel doctrine’’, earried to its 
ultimate conclusion, would make obsolete the 
entire literature of accountancy. The doctrine 
is based on the simple proposition that nobody 
knows what the dollar will buy ten or twenty 
years hence (i.e., in plant replacement), and the 
Steel Corp. is afraid it will buy progressively 
less. Conventional accounting practice takes no 
cognizance of the buying power of the dollar 
(except for some methods of valuing inven- 
tories)—nor does the U.S. Treasury, which 
allows deduction for depreciation only on the 
basis of original cost. Consequently, it is argued 
by the ‘‘radicals’’, capital that should be 
retained by companies to make up the difference 
between the original cost of plants and their 
replacement value is being drained away in 
taxes and dividends. Gloomiest projection of 
this argument is that industry one day will wake 
up to find itself without the funds to put itself 
back into business. 

The commotion caused by Steel’s novelty act 


years’’, du Pont’s was for the ‘‘accelerated 
depreciation’’ on new plants that will later be 
provided for ‘‘at normal rates’’. In both cases 
the innovations were made only for stockholders. 
So far as the tax collector is concerned, the old 
rules—and the same old dollar—still prevail. 

Fighting Steel’s battle, although indepen- 
dently, is the sage of financial accounting, 
George O. May, onetime senior partner—and 
now a consultant—of Price, Waterhouse & Co. 
In fact, Mr. May is even more heretical than 
the corporation. To him it makes little sense 
that accounting procedure allows fixed assets to 
be depreciated only from original cost, while it 
accepts the inventory control system known as 
LIFO (‘‘last in, first out’’). This system 
relates costs with prices near current levels, 
since it assumes the fiction that the last goods 
bought are the first sold. 

Interestingly enough, Mr. May’s old firm, 
Price, Waterhouse, is the auditor for U.S. Steel. 
Yet it is far from certain that Price, Water- 
house will give unqualified blessing to Steel’s 
1947 annual report if it contains the change and 
particularly if it should be reflected in the form 
of a write-up of assets. (Significantly, the com- 
pany so far has avoided labelling the charge 
against income as a cost for depreciation.) 
Meanwhile, there is no doubt where the SEC 
stands. Its chief accountant, Earle C. King, 
has stated he can ‘‘find no basis for reconciling 
the procedure followed by either Steel or du 
Pont ... with any generaliy accepted treat- 
ment’’. And the American Institute of 
Accountants, which is composed of 11,000 certi- 
fied public aecountants, intends to oppose U.S. 
Steel’s move ‘‘until a stable price level would 
make it practicable for business as a whole to 
make the change at the same time’’. 

Mr. May has never been committed to the 
original-cost theory; nor, on the other hand, does 
he think changing conditions can be completely 
reflected by rearranging the balance sheet. In 
fact, he considers the balance sheet in its present 
form of questionable value. Currently he is 
working with a committee representing industry, 
government, law, accounting, and labour, with a 
grant of 60,000 dollars from the American 
Institute of Accountants and the Rockfeller 
Foundation. In Mr. May’s eareful words, the 
committee ‘‘is considering whether present 
accounting methods should be changed or supple- 
mented so as to make accounts in which dollars 
of varying worth are brought together more 
informative and useful’’. The words of other 
accountants are unprintable. 


Making allowance for pardonable jour- 
nalistie colour and exaggeration, it seems 
that depreciation based on replacement has 


strong and influential advocates in U.S.A. 


The important point is that the U.S. Steel 
Corporation describes its additional large 
charge for depreciation as a cost and not as 
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Chartered Accountants in England and 
Wales, and in similar recommendations by 
the Institute of Chartered Accountants in 
Australia. It will be noticed, however, that 
though the additional provision is des- 
cribed as a cost, its amount is separately 
disclosed. That being so, the difference 
between the English recommendations and 
the practice adopted by the U.S. Steel Cor- 
poration is one of terminology, and the con- 
troversy which has arisen is a convincing 
demonstration of the weight that is being 
given nowadays in all countries to ques- 
tions of accounting terminology. The argu- 
ment that: 


capital that should be retained by companies to 
make up the difference between the original cost 
of plants and their replacement value is being 
drained away in taxes and dividends 


is surely beside the point in this case. If 
the corporation is able to charge the addi- 
tional amount against income it would, of 
course, be equally well able to set it aside 
as a reserve out of profits. Either way, it 
would be withheld from distribution as 
dividend : either treatment, as the Fortune 
article shows, tax liability would be un- 
affected. 

The references to the views of Mr. G. O. 
May are of particular interest. As long 
ago as 1927 he expressed the view that, in 
times of substantial change in the value of 
money, depreciation should be calculated 
on replacement values for purposes of fix- 
ation of railway rates.2 This, it will be 
noted, is in effect a cost accounting stand- 
point rather than that of financial 
accounting. Use of the replacement base 
for calculation of depreciation for financial 
accounting purposes would, of course, in- 
volve great difficulties in determining from 
year to year what the depreciation charge 
should be and in showing residual values in 
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balance sheets. Presumably, this thought 
underlies the view, said to be held by the 
American Institute of Accountants, that 
the use of the replacement base should be 
opposed ‘‘until a stable price level would 
make it practicable for business as a whole 
to make the change at the same time’’. 

Mr. May has also held for a long time 
the view that the balance sheet is of little 
use. In 1929, he suggested that annual 
reports of corporations should contain a 
series of separate statements including: 


(1) a well-arranged 
account ; 

(2) a classified statement of quick assets and 
liabilities ; 

(3) summaries of capital 
capital assets; and 

(4) a lucid statement of resources which have 
become available during the year, and the 
disposition thereof. 


income and_ surplus 


obligations and 


If this were done, he thought, th® report 
would ‘‘not gain greatly by the addition of 
a balance sheet in which all assets and lia- 
bilities are brought together, though cus- 
tom and a sense of completeness may call 
for its inclusion’’.* 

Two points of difference between the 
U.S.A. situation as described in the Fortune 
articles and conditions in Australia may be 
noted. One is that, in Australia, under the 
Income Tax Act, a special allowance for 
initial depreciation on new plant is made 
in addition to the ordinary rates of depreci- 
ation: the other is that the Lifo method of 
valuing stock-in-trade is not permitted for 
income tax purposes in Australia. 

Finally, the rise in prices in Australia 
has so far been much less marked than in 
U.S.A. It may be that this fact, combined 
with the special income tax allowance for 
depreciation of new plant, makes the prob- 
lem of financing plant replacement much 
less acute in this country. 


2 Twenty-five Years of Accounting Responsibility: Vol. 1, pp. 177 and ff. 
3 Twenty-five Years of Accounting Responsibility: Vol. 1, p. 72. 
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WHAT IS COST ? 


(Being the Third Commonwealth Institute of Accountants Research Lecture delivered 
in the University of Adelaide, September 29, 1947, and in the University of Perth, 
October 1, 1947.) 


Australian students of cost accountancy 
have access to many good standard text- 
books ; but these, almost without exception, 
are preoccupied with the mechanism of 
costing as distinct from the fundamental 
theory. Has any young graduate, with the 
ink yet barely dry on his diploma, ever 
experienced the humiliation of being con- 
fronted by a grave philosopher with the 
innocent question, ‘‘ What is Cost?’’ Grap- 
pling, with this question is apt to have a 
very disturbing effect upon the compla- 
cency of the young accountant, who, retir- 
ing discomfited in his bookshelves, will find 
that the authorities are, generally speaking, 
not very helpful. 

By examining the field covered by the 
cost accountant, let us see if we can go part 
way at least towards finding some reply 
to the question posed by our philosophic 
friend. We should begin by considering 
the several uses to which cost data are 
applied. 

Five generally recognized uses are: 

1. To assist in the determination of 
periodic profit. (This is, of course, in- 
separable from the difficult problem of 
inventory valuation). 

To serve as a basis for the preparation 
of operating and financial budgets. 

To provide a means of establishing con- 
trol over operations. 

. To provide a basis for price setting. 
5. To serve as a guide in business tactics. 
By considering these uses in turn, let us 
try to clarify our thinking on the question 
of what is cost. 

At the outset, we should acknowledge 
that we are using the same basic informa- 
tion as is contained in the financial records, 
but using it in a variety of ways according 
to the purpose to be served. Our processes 
» are those of detailed analysis, purposeful 
synthesis, and frequent comparison; and 
much of our work is done outside of the 
books of account, thus freeing us from the 
artificial restrictions imposed by the double- 


by 
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entry mechanism. According to the pur- 
pose to be served we may require all, or 
only part, of the information contained in 
the financial books, or we may on occasion 
require to use additional information not 
contained in the financial books at all. 

Although our work is subject generally 
to the same conventions, doctrines, and 
rules as govern the processes used by the 
financial accountant, there are certain 
qualifications which must be noted. 

Of the four basic assumptions (the entity 
convention, the accounting-period conven- 
tion, the valuation convention, and the cost 
convention) the cost accountant is con- 


cerned principally with the last named. 
Stephen Gilman in his Accounting Con- 
cepts of Profit (p. 29) says: 


Costs can be transferred from one object to 
another, from one classification to another, from 
one activity to another. The cost accountant 
visualizes a flow of values springing from ex- 
penditures of various types, through classified 
channels, finally attaching themselves ‘o, and 
increasing the value of, the materials in process 
of manufacture. Direct labour and various 
other factory costs such as rent, heat, light, 
property taxes, insurance, and supervision, came 
to be regarded as assets because they attached 
themselves to materials in process. 


Here, then, is an important concept— 
expenses may be regarded as ‘‘fleeting 
assets’’; conversely, durable assets may be 
regarded as deferred expenses. 

Of the four principal doctrines of 
accountancy — conservatism, consistency, 
disclosure, and materiality — the cost 
accountant is concerned mainly with con- 
sistency and materiality. He must calculate 
figures that are comparable period by 
period; and he must be sensible, in situ- 
ations where estimation and human opinion 
are unavoidable, of the possible range of 
error in the final result. As conservatism 
cannot be reconciled with consistency, the 
cost accountant, as such, can afford no 
recognition to the doctrine of conservatism ; 
nor, since he is preoccupied with internal 
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relationships, is he much concerned with 
disclosure in the sense of providing money- 
lenders, shareholders, and investors with 
the facts relevant to their purposes. 

With accounting rules the cost accoun- 
tant is very little concerned, except that 
he must not submit to the so-called ‘‘Golden 
Rule’’ which prescribes valuation of inven- 
tories at the lowest of cost, replacement, or 
market price. This rule, based on the 
doctrine of conservatism, cuts right across 
the doctrine of consistency. For our pur- 
poses, the appropriate basis for inventory 
valuation is cost. 

Since all accountants are compelled by 
the accounting-period convention to break 
into arbitrary periods a continuous flow of 
economic activity, and to apportion to each 
period a proper part of the cost of a 
variety of durable assets the useful life of 
which can only be guessed at, the cost 
accountant shares with the financial ac- 
countant the disabilities arising from the 
need for estimation. It is this ever-present 
need for estimation which places serious 
limitations on the accuracy with which we 
can state cost—however we may define cost. 

We are compelled by the accounting 
period convention to attempt to take into 
current cost, proper charges for the use of 
such durable facilities as a building which 


might last fifty years or seventy years, a~ 


machine which might be serviceable for ten 
years or for twenty years, small tools which 
might be in use for one year or for three. 
Human opinion and approximation figure 
always so prominently, that we must be 
constantly on guard against stating cost in 
such a way as to give the impression of a 
degree of accuracy which cannot be sus- 
tained by the basic data. We should, per- 
haps, emulate the engineer by indicating 
the degree of tolerance (plus and minus) 
within which our measurements are correct 
for practical purposes. Maximum cost 
would then be based on the minimum 
probable life of durable facilities, and mini- 
mum cost on the maximum probable life. 
Cost could then be stated as, for example, 
£19 + or — £2, but never as £19-19-11.4375. 


1. Cost DaTA AND THE DETERMINATION OF 
: PERIODIC PROFIT. 

Let us now examine the cost problems 

associated with the determination of peri- 


odie profit. Here, the central problem is 
the matching of costs incurred against the 
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income earned during the accounting 
period ; and our main preoccupation is with 
obtaining as nearly as possible the cost of 
goods sold. The process is historical, since 
it involves reporting on events which have 
already occurred; but important decisions 
have to be made at several points involving 
human opinion and the consequent possi- 
bility, even probability, of error. (Because 
of this, consistency of treatment assumes 
major importance as a means of obtaining 
results that are comparable period by 
period). Diagram 1 illustrates the variety 
of ways in which expenditures must be 
classified, and the decisions which have to 
be made. 

(a) Is the expenditure a capital or a 

revenue charge? 

It must be decided whether the charge 
benefits the current period only, or whether 
the benefits project into future periods. 
Fixed or durable assets should be regarded 
as deferred charges against future income, 
to be allocated over their working life on 
the basis of enjoyment or use. The major 
difficulty lies in estimating correctly their 
useful life; but, decisions also have to be 
made on the method of allocation of the 
total cost against periodic income — 
whether, for example, a straight line (or 
time) basis should be applied, or whether 
the charge should be on a production (or 
use) basis. There is also the problem of 
the disposition of under or over absorbed 
balances arising from incorrect estimates of 
useful life. Should this be done by charges 
to the Profit and Loss Appropriation 
Account, or should past operating state- 
ments be revised so that the sum of the 
profits made in the individual periods will 
agree with the overall profit for the total 
period? The charge for the use of dur- 
able assets is an important element of cost 
in the accounting period; so that decisions 
made in this field have an important bear- 
ing on cost, and consequently upon periodic 
profit. 


(b) Are the revenue charges period costs 
or product costs? 

Revenue charges are further classified 
into product costs and period costs. Pro- 
duct costs may be regarded as those associ- 
ated with the product up to the point 
where it is ready for sale; and these con- 
form to those we would normally place in 
the conventional manufacturing account. 
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PERIODIC DETERMINATION OF PROFIT. 
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DIAGRAM 1. 


They are production costs as distinct from 
distribution costs. Distribution costs (sell- 
ing, administration, and finance) which are 
not usually related directly to the product 
are regarded as period costs and are best 
classified functionally. 

An important problem associated with 
this classification is the treatment of fixed 
manufacturing expense. If production 
falls below normal capacity, any attempt 
to treat as product costs the whole of the 
fixed manufacturing expense will result in 
increased unit costs with consequent infla- 
tion of inventory values and distortion of 
periodic profit. Should, therefore, fixed 
manufacturing expense be charged as a 


product cost on some normal base, any un- 
absorbed balance being treated as a period 
cost ? 

Similar considerations apply in the case 
of debit balances in the price-variation and 
quantity-variation accounts where stan- 
dard-cost installations are in use. Should 
the price-variations be treated as product 
costs and the quantity (or efficiency) 
variations as period costs, or should all 
variations be treated as period costs, i.e., 
as a charge against the period rather than 
as a charge against the product? 

The authorities themselves do not appear 
to be in agreement on this point. In a 
large chemical works in Melbourne is an 
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automatic plant which manufactures for- 
maldehyde. One man controls this plant 
with the aid of a huge bakelite panel 
mounting an arrangement of red lamps 
and dials. Off-standard performance is 
announced by the ringing of a bell and the 
glowing of one or other of those red lamps. 
Mr. L. A. Schumer, who is no doubt known 
to you as an authority on cost accountancy, 
is inclined to regard the variation accounts 
as the red lamps reporting off-standard 
performance. Once remedial action is 
taken, he feels that it is of no great con- 
sequence how the variation balances are 
disposed of in the books of account. 
Gillespie, in his text on standard costs, 
mentions as one of several alternatives the 
pro-rating of materials price-variations 
over the inventories of raw material, 
material in process, finished stock, and cost 
of goods sold. There would appear to be 
logical grounds for allocating in this way 
all (nodn-controlled) price-variations while 
treating all (controllable) quantity or 
efficiency variations as period costs. It 
cannot be said that all price variations are 
‘non-controllable’’, nor that all quantity 
variations are ‘‘controllable’’. The impor- 


tant truth is that a different cost of goods 


sold and a different set of inventory values 

will emerge according to the method 

adopted. This brings us to the next area 
of decision, namely : 

(c) What part of product costs are attach- 
able to cost of goods sold, and what 
part to the inventory? 

Product costs must be applied to the unit 
of product to permit the isolation of cost 
of goods sold from the cost of completed, 
or partly completed, goods carried forward 
in the inventory. It is in this field that 
classification becomes more complex, and in 
which decisions must be made which have 
an important bearing upon cost, and con- 
sequently upon profit. 

Of the problems confronting the cost 
accountant, the selection and definition of 
eost-units which are significant for given 
purposes, and the identification of costs 
with the proper units, are of cardinal im- 
portance. In our present case, the signifi- 
cant cost unit is the job, the process, or the 
unit of product, according to circum- 
stances. Certain materials and services can 
be identified with the cost-unit in a visible 
and unmistakable form, and can conveni- 
ently be valued so as to attach directly to 
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the cost-unit. Others render simultaneous 
services to various portions of output or to 
the business as a whole, or, incurred prim- 
arily to serve one unit, may indirectly 
benefit others, or again, may offer practical 
difficulties in the way of measurement and 
evaluation. Here, then, are the direct costs 
and the indirect costs as applied to the 
cost-unit. 

The application of the indirect costs to 
the product involves allocation, a process 
requiring judgment of the causes govern- 
ing the amount of indirect cost. These 
causes may be discovered by an analysis of 
the inter-relations among the accounting 
data, or may be determined by expert 
opinion advanced by technicians. Alloca- 
tion is usually on the basis of responsibility 
for cost or of benefits received. The signifi- 
cant cost units for the accumulation and 
application of these indirect costs will be 
the various service and productive depart- 
ments. Service department costs are allo- 
cated to each other as necessary, and find 
their way via the productive department 
expense accounts to the unit of product. 

The charging of indirect costs to the pro- 
duct involves a determination of the level 
of activity at which fixed costs will be 
fully absorbed, and the selection of a base 
or bases upon which departmental expense 
will be applied to the products, for 
example, on direct labour cost, direct 
labour hours, direct material cost, machine 
hours, ete. 

If standard costs have been used for 
inventory valuation, there is the additional 
problem, already discussed, of deciding 
how to treat the balances in the variation 
accounts. 

Finally, because the conventional physi- 
eal count and conservative valuation of 
stocks, based on the ‘‘Golden Rule’’, does 
not accord with the cost accountant’s desire 
for consistency, a decision must be made 
fegarding the method of valuing transfers 
out of finished stock. According to the 
method used (whether actual cost, average 
cost, standard cost, first in-first out, or last 
in-first out) a different cost of goods sold, 
consequently a different profit will emerge. 

With so many points at which important 
decisions must be made, all bearing on the 
question of cost in relation to inventories, 
is there anyone who would attempt at this 
stage to give a simple and comprehensive 
definition of cost? 
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2. Cost Data as A Basis ror BUDGETING: 


Because, in its final form, the operating 
budget is a pre-estimated profit and loss 
statement, it follows that in classification it 
will agree with that set up for the deter- 
mination of periodic profit, and that the 
same concepts and techniques of analysis 
and synthesis will be used in its prepar- 
ation. 

Cost for budgetary purposes is the 
expected actual cost at the anticipated level 
of activity. If no significant changes have 
been made in the products themselves or in 
methods of production, expected actual 
costs may be based on past costs adjusted 
for any anticipated changes in the elements 
of cost either as to price or quantity. 

The cost accountant’s main concern is 
with the effect on cost of changes in volume 
of activity. This compels an analysis of 
costs -into fixed and variable elements to 
enable fixed costs to be applied to products 
either on the basis of normal capacity or on 
anticipated volume according to the method 
used in profit determination. Pre-estimated 
costs (and therefore pre-estimated profit) 
will thus depend upon the level of activity 
adopted for charging out fixed expense. 


3. Cost Data AND CONTROL OVER OPER- 
ATING CostTs: 


Control over operating costs is main- 
tained continuously by administrative 
action to correct inefficiencies brought to 
light by the current comparison of actual 
costs with pre-determined, or standard, 
costs. This comparison may be made out- 
side of the books as often as historical costs 
are found; but, it is usually more satis- 
factory to incorporate the standard costs in 
the books by modifying the historical 
accounts to isolate price variations and 
quantity variations for materials, labour 
and manufacturing expense. While re- 
taining the features necessary for profit 


determination, the ledger-classification can® 


be refined to show up price variations at 
the time of purchase, and quantity vari- 
ations at the time of use, as well as to 
locate responsibility for inefficiency when 
it occurs. 

Cost standards may be set on any one 
of the following bases :— 
(a) The expected actual cost for the com- 
ing period; in which you budget for actual 
manufacturing and distribution expense at 
the anticipated actual volume of production 
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and without regard to normal output. 
Because of the impact of fixed costs on 
production, cost under this scheme will be 
high when output is low, and low when 
output is high. 

(b) The expected normal cost over a com- 
plete business cycle ; in which a long-range 
view is taken of material, labour, and 
factory service costs as to both quantities 
and prices. In this case, fixed costs are 
absorbed on the basis of normal output, 
there being deliberate under-absorption 
when production is below normal, and over- 
absorption when production is high. Theo- 
retically, the underabsorbed _ balances 
should be carried forward year by year to 
be extinguished by over-absorption in the 
more prosperous phase of the business 
eycle; but, in practice, under-absorbed 
fixed costs are usually treated as period 
costs, in deference probably to the doctrine 
of conservatism. Under this plan, cost is 
a constant. The average cost over the 
normal period must be kept under the 
average selling price in the same period. 
(ec) The best attainable performance; in 
which standards are set on the assumption 
of the best possible conditions of labour, 
material, and factory service. The most 
effective plant and organization is assumed ; 
and it is assumed also that production will 
be at least at normal capacity level. This 
plan would put cost standards as low, at 
least, as those of the most successful com- 
petitor; but, there is often an air of un- 
reality about such standards which is likely 
to cause foremen and others to ignore the 
significance of cost variations. 

(d) The practical standard; which com- 
bines the best features of the previous 
three. Expected actual quantities and 
prices for the coming period are used for 
materials, labour, and factory service. The 
level of production is assumed to be at 
normal capacity, and the actual anticipated 
manufacturing expense is absorbed on the 
basis of normal output—thus automatically 
disclosing losses through idle capacity. 
Standards should be set for selling and 
administration expenses as well as for pro- 
duction costs. 

In addition to providing a refinement of 
ledger classification, standard cost pro- 
cedure permits a great variety of statistical 
calculations, outside of the books, allowing 
control to be extended through depart- 
ments, processes, and products, if necessary 
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to individual machines and operatives. Off- 
standard performance only is reported; 
and these reports can be monthly, weekly, 
or even daily in appropriate circumstances. 

This section has introduced another cor 
cept of cost. On the one hand, we have 
those costs which are inevitable and neces- 
sary to production; on the other hand, we 
have charges which cannot reasonably be 
attached to the product, and which must 
be borne by the enterprise as a whole. 
Human opinion must decide what is cost 
and what is loss. 

4. Cost Data As A Basis FoR PRICE 

SETTING. 

It ean be said, perhaps, that there are 
two aspects of price setting—the desirable 
price, and the price below which ofders 
should be refused. The desirable price 
may be fixed on a cost-plus basis, on cost 
as a guide to market price, or on market 
value. 

(a) With the cost-plus method, each 
purchaser pays the actual cost of produc- 
tion and distribution, plus the desired pro- 
fit. This method is successful in monopolies 
where the demand for the product is in- 
elastic, or where, as at present, there is 
government price control. It is successful 
under state socialism or where there is a 
planned economy, and with small indus- 
tries in close touch with buyers, or where 
the buyer dictates exactly how the product 
is to be made. But it fails when competi- 
tion is complete with lower prices, or when 
the purchaser demands a firm quotation or 
is unwilling to pay the full price. 

(b) Desirable price fixed on the basis of 
“‘eost as a guide to market’’ depends prim- 
arily upon the principle that there is a 
similarity between costs and mark-up 
practices of different concerns in the same 
industry. The method is adapted to indus- 
tries with uniform cost accounting methods 
and selling to special quotations. But com- 
petitors’ calculations may be defective, and 
they may be adopting a short-run policy of 
decreased prices. 

(c) The most’ common basis for price 
setting is market value. The technique 
involves comparing an article of unknown 
value with others of known value, and fit- 
ting the article into the price scale at a 
point commensurate with its probable 
utility. The cost structure is then organ- 
ized to allow a profit at the pre-determined 
price. This method fits the social theory that 
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society should distribute its rewards pro- 
portionately to value given rather than to 
effort expended (or cost). It recognizes, 
too, that costs not yet incurred (as distinct 
from costs already incurred) have an effect 
upon selling price. 

If the desirable price is not obtainable, 
business strategy will sometimes dictate 
taking less. As a short run policy, for 
example, during a time of temporary busi- 
ness depression, it may even be good policy 
to sacrifice all profit and to sell for a while 
at a loss; for, so long as each sale made 
recovers its own variable costs and makes 
some contribution to fixed costs, it is less 
unprofitable to continue on a reduced scale 
than temporarily to close down altogether. 
Sometimes, the desirable price is deliber- 
ately foregone in order to force a competi- 
tor out of business by price-cutting; at 
other times, individual lines are sold at less 
than the desirable price, even at less than 
cost, to maintain a complete line of related 
products or services. 

When costs are used as the basis for 
price-setting, the significant cost unit is the 
product or service sold. The significant 
cost is the long range, or normal, cost to 
make and sell as distinct from the cost used 
for inventory valuation. Normal cost to 
make and sell should be based on efficient 
methods of purchasing, production, and 
distribution over a long period, preferably 
a complete business cycle; for the pur- 
chaser cannot reasonably be called upon to 
meet excess costs arising from inefficiency 
within the enterprise, nor the short-run 
costs of idle capacity when production is 
below normal. The spreading of selling 
and administration costs over normal turn- 
over will have the effect of spreading these 
costs on the basis of goods sold rather than 
on periods of time. 

In loading the costs of distribution on to 
production costs, attention should be given 
to cost differentials arising from different 
conditions of sale to different customer 
groups. Quantities ordered, credit and 
delivery terms, geographical location, ser- 
vice guarantees, installation services, and 
similar factors will affect distribution costs ; 
so that sales should be suitably analyzed 
to permit these costs to be passed on, as 
far as possible, to the various purchasers 
in the form of price differentials. 

Here there is another concept of cost— 
the cost to make and seh 
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5. Cost Data as A GuIDE IN BUSINESS 
TACTICS. 


In carrying out its long-range plans and 
policies, management is compelled to make 
decisions on short-period situations as they 
arise. These decisions usually involve 
choosing between alternative courses of 
action,. choices in which special cost calcu- 
lations often play a leading part. These 
special cost figures are based on cireum- 
stances current at the time they are made, 
and are therefore invalid for any but short- 
term decisions. Moreover, they are not 
necessarily based on figures contained in 
the books of account, nor need they neces- 
sarily modify the methods already existing 
therein for developing historical costs. 

Special cost figures might be developed 
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to measure the relative economies of pro- 
duction methods or of machines, to decide 
for or against eliminating a weak depart- 
ment or a non-paying line, to judge 
‘*etween owned and rented premises, to 
decide whether to purchase or make a piece 
of plant, or whether to reduce selling price 
with a view to increasing output. 

Let us take one interesting example of 
special-purpose costs of the type we have 
been discussing. Diagram 2 sets out the 
cost data relating to a plant with a capa- 
city for 400 units; but the firm is able at 
present to satisfy the local market with an 
output of 300 units which sell at £2.16.0. 
An interstate agent reports that he can 
place 100 units if the price is right. Should 
the ‘order be accepted, and if so, at what 
price? 





TOTAL 
Cost 


UNITS 
PRODUCED 


AVERAGE 
Cost 


DIFFERENTIAL Cost 


Per 
Unit 


Per 100 
Units 





£1 


£1 





16 


10 0 








DIAGRAM 2. 


This introduces a new concept of cost, 
namely, differential (or marginal) cost, 
and it raises the question whether average 
cost is real cost. Differential cost distri- 
butes total cost among a total number of 
units according to casual responsibility for 
costs incurred. Portion of the output may 
be sold at a price which covers average cost 
for that number of units. Additional units 
may be sold in a distant market, or under 
a special brand in the same market, at a 
price greater than differential cost. ° 

Returning to our illustration with these 
thoughts in mind we proceed as follows: 

300 units can be sold locally at £2.16.0 
per unit. 

100 can be sold interstate if the price is 
right. 

There is sufficient plant capacity to pro- 
duce the extra 100. 


400 units @ av. cost of £1.10.0 £600 


Special expenses associated with interstate 
sale, 100 units @ 10/- 


Present profit on local 300 @ £1 

Profit required on interstate sales 100 units 
@ 10/- (say) 50 

. £1000 
840 


Total sales value of 400 units 
Less local sales, 300 @ £2.16.0 


£160 


se 


Interstate sales, 100 @ £1.12.0 


The extra output can, therefore, be dis- 
posed of interstate for £1.12.0, and the offer 
should be accepted because of its effects 
on overall unit cost through using idle 
capacity. This question of differential cost 
is one of extreme importance and offers 
scope for some interesting research in 
individual enterprises. 
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CoNCLUSION. 


We must now return to our grave 
philosopher who has been Waiting patiently, 
and perhaps wearily, for an answer to his 
question, ‘‘What is Cost?’’ Our reply 
should probably be along the following 
lines: 

In the economic sense cost means sacri- 
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fice—some disutility endured to gain some 
economic good. As cost accountants, we 
may claim that we are concerned with cost 
in a more limited sense, i.e., with operating 
or production costs, and that within the 
field of our endeavours there {is no one 
definition of cost which is significant for 
every purpose. There are as many kinds 
of cost as there are purposes to be served. 


FORM OF PUBLIC ACCOUNTS 


(A paper delivered at the Commonwealth Institute of Accountants Diamond Jubilee 
Convention held in Melbourne, October, 1947.) 


A. A. FITZGERALD, B.COM., F.I.C.A. 


I. INTRODUCTORY. 


One of the most striking features of the 
rapid development of accountancy in the 
past decade or so has been the improvement 
in form and contents of company financial 
statements. This improvement has been 
stimulated by company law reform, but has 
gone much further, and reached deeper 
into accounting theory, than bare compli- 
ance with the minimum standards set by 
legal prescription. It seems, therefore, that 
the main motivating forces have come from 
within the accountancy profession, and that 
the greater attention which is now being 
given to methods of presentation of oper- 
ating results and financial position of com- 
panies springs from general recognition by 
accountants of a widening social responsi- 
bility, from the growing acceptance by 
them of the ‘‘doctrine of disclosure’’ in 
accounting, and from the intensive study 
given in*recent years to the re-statement 
of accounting theory. 

In particular five aspects of the improve- 
ments which have already been effected or 
which are in prospect in company state- 
ments are significant. These are: 

(a) Virtual abandonment by accountants 
of the attempt to justify or excuse 
secret reserves ; 

(b) Recognition by accountants of the 
urgent need to clarify accounting 
terminology ; 

A growing tendency to experiment 
with unconventional forms, such as the 


vertical form of accounting state- 
ments ; 

Inter-action of the theories underlying 
the two divisions of accounting— 
recording and reporting—in the devel- 
opment of the concept of matching 
costs with income as the major 
accounting process; and 

Recognition of the distinction between 
accounting and financial policy and of 
the need to preserve this distinction in 
published accounts. 

It is necessary, even at the risk of un- 
duly delaying consideration of the specific 
problems of public accounting, to add a 
few words of explanation of each of these 


aspects. 


(d) 


(e) 


(a) Abandonment of the Vindication of 
Secret Reserves: 

It is probably true to say that, until 
quite recently, the great majority of 
accountants implicitly accepted the doc- 
trine that secret reserves, and the secret 
use of such reserves, were justified as being 
in the best interests of company share- 
holders. The searchlight thrown by the 
Royal Mail Steam Packet Co. Ltd. case on 
the practice of creating and using secret 
reserves did much to open the eyes of 
accountants to the dangers and inconsis- 
tencies of this doctrine; and, in the years 
since 1930, opinion amongst accountants 
has been gradually hardening against the 
concealed use of secret reserves to bolster 
up the disclosed results of poor trading 
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years. If secret reserves cannot be secretly 
used when desired, much of the supposed 
advantage of secrecy is lost. No one who 
took the trouble to study the Royal Mail 
case and its implications and who has 
followed since its repercussions on account- 
ancy thought should, therefore, be sur- 
prised at the forthright attempts made, in 
the recent recommendations on accounting 
principles by the Institute of Chartered 
Accountants in England and Wales, to dis- 
courage both the creation and the use of 
secret reserves. Disapproval of such 
reserves is clearly written throughout these 
recommendations—in the definition of the 
profit and loss account’; in the distinction 
drawn between reserves and provisions; in 
the insistence that excessive writing down 
of stock-in-trade or excessive depreciation 
of fixed assets are reserves ‘‘and should be 
shown as such in the accounts’’; in the 
clauses advocating separate statement, 
under appropriate headings, of provisions 
and the separate disclosure of reserves 
made or withdrawn, and of ‘‘extraneous or 
non-recurrent items or those of an excep- 
tional nature’’; and in many other parts 
of the recommendations. Taken singly, 
each of these recommendations represents 
a direct attack on one or other method of 
creation or use of secret reserves; taken 
together, they cannot mean anything else 
than thorough-going disapproval of secrecy 
in published financial statements. 


(b) Recognition of the Need to Clarify 
Accounting Terminology: 


For many years accountants have been, 


increasingly conscious of defects in 
accounting terminology and, in particular, 
of the lack of precision and consistency in 
the use of certain common terms.* The 
urgent need has been for authoritative 
definition of the meanings which should be 
given to technical terms which have been 
used ambiguously or inconsistently. The 
recommendations of the Institute of Char- 
tered Accountants in England and Wales 
have, at last, provided such definitions in 
relation to such terms as reserves, reserve 
funds, provisions, depreciation, current 
assets and fixed assets. It may well be 
questioned whether the terms of the defini- 
tions adopted by the Institute are com- 
pletely satisfactory ; but at least there can 
no longer be any excuse for major causes 
of obscurity in company statements, such 
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as the mixing together in one group of 

reserves and provisions, the treatment of 

reserves as costs, or the illogical and unin- 

formative classification of assets. 

(ec) Growing Tendency to Experiment 
with Unconventional Forms : 

The great majority of Australian com- 
panies still present their financial state- 
ments in the conventional two-sided 
‘‘aecount’’ form. Nevertheless, a slowly, 
but steadily growing number is adopting 
the vertical form, and, in doing so, is 
changing the form in which the balance 
sheet equation is expressed. The conven- 
tional form of the equation is: Liabilities 
plus Shareholders’ Funds = Assets. The 
modern form is: Shareholders’ Funds = 
Assets less Liabilities. 

The innovations have been well received 
by the financial press* and, so far as one 
can judge, by company shareholders. It 
seems probable that, within a very few 
years, the two-sided form of balance sheet 
and profit and loss statement will have 
been generally discarded, as relics of the 
bad old days when only an accountant 
could be expected to understand a balance 
sheet and when even .accountants were 
often baffled. 

(d) The Concept of ‘‘Matching’’ as the 
Major Accounting Process: 

Perhaps the greatest advance ever made 
in explaining accounting theory is the con- 
cept that the preparation of a profit and 
loss account is a process of matching cost 
with income. In terms of this concept, 
profit is the excess of income earned over 
the cost of earning that income. The profit 
and loss account is the most important 
accounting statement; the balance sheet is 
a by-product of the process of preparing 
the profit and loss account. The import- 
ance of this new approach to acéounting 
theory has yet to be fully realized, but the 
suggestion is ventured that, once it is gen- 
erally accepted and used, the nature and 
methods of accounting will be much more 
readily understood by business men, by 
lawyers and by the courts. To appreciate 
this one has only to contrast the ease with 
which the nature of depreciation may be 
explained by the ‘‘matching’’ concept with 
the confused thinking which has arisen in 
the past from an illogically-based distine- 
tion between capital and revenue expendi- 
ture, or between fixed and floating assets. 
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It is to be regretted that in some respects 
the terms in which the recommendations of 
the Institute of Chartered Accountants in 
England and Wales are expressed appear 
to be inconsistent with the ‘‘matching’’ 
concept. For instance, the definitions of 
fixed and current assets, and of reserves 
and provisions, are, from this standpoint, 
much less satisfying than is the definition 
of depreciation. But the general tenor of 
the recommendations is clearly in conson- 
auce with the new approach to accounting 
theory; and the connection is strongly 
marked in those parts which relate to the 
form and contents of the profit and loss 
account. Further study of the form of pub- 
lished accounts will doubtless strengthen 
the ‘‘matching’’ concept; fuller acceptance 
of the concept will reinforce the argurfents 
for greater precision in forms of accounts 
and in accounting terminology. 

(e) Distinction between Accounting and 

Financial Policy: 

Accounting is partly a recording of 
facts, and partly an expression of opinion. 
In forming opinions, accountants are 
guided by technical conventions, doctrines 
and standards. Accounting statements 
can, therefore, be said to be ‘‘true and 
correct’’ only when— 

i) in so far as the statements purport 
to be statements of fact, there is no 
distortion of ascertainable facts; and 
in so far as the statements purport 
to be expressions of opinion, the 
opinions have been honestly formed 
in accordance with generally accepted 
accounting theory. 

financial policy is based partly on the 
facts and opinions in accounting state- 
ments, but it is not bound to accept the 
findings of the accountant. Nor is it 
restricted, as accounting rightly is, by 
necessity to conform to accepted standards. 
“Sound”? finance is a more elusive concept 
than ‘‘sound’’ accounting, and is much 
more a matter of subjective judgment. So, 
decisions actuated by financial policy may 
differ from the opinions of accountants, as 
expressed in financial statements, because, 
in certain circumstances, accounting opin- 
lon may be deemed to be either over-con- 
servative or not conservative enough. Many 
financial decisions, of course, become 
accounting facts, and must be so recorded 
by the accountant. It is important, how- 
ever, that accounting statements should 
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clearly preserve the distinction between 
opinions formed in accordance with ac- 
counting theory and facts, determined -by 
financial policy, which run counter to 
accounting theory, or which, if not separ- 
ately disclosed, would distort the pure 
accounting record. 

Instances of recognition by accountants 
of this distinction are the recommendations 
of the institutes as to the separate disclos- 
ure in financial statements of stock reserves 
exceeding the provisions justified by the 
‘‘eost or market’’ rule and of depreciation 
reserves exceeding the provisions for depre- 
ciation measured by accepted accounting 
methods. These are instances of cases in 
which financial policy adopts a more con- 
servative attitude than does accounting 
theory. Similar problems arise when 
accounting theory is more conservative 
than financial policy. In such cases the 
solution is not so obvious, but it seems clear 
that the same principle of separate dis- 
closure should be applied. 


II. SrMILARITIES AND DIS-SIMILARITIES OF 
PUBLIC AND PRIVATE ACCOUNTING. 


At first sight, the accounting problems 
of public authorities closely resemble those 


of private business. Public and private 
accounting are each concerned with classi- 
fication, in an informative manner, of 
revenue and expenditure. Moreover, many 
of the activities of public authorities are 
business undertakings conducted in much 
the same way, and for much the same pur- 
pose, as similar undertakings operated by 
private enterprise. 

Closer examination, however, shows 
many dis-similarities, of such far-reaching 
consequences as to raise sharply the ques- 
tion whether, after all, the methods of 
accounting successfully applied by private 
industry are appropriate for use in the 
public accounts. 

These differences relate to: 

(a) Methods of financing activities ; 
(b) Tests of successful operations ; 
(c) Responsibility for financial con- 
trol; and 
(d) Legal controls. 
(a) Methods of Financing Activities: 

Private business is financed partly by 
funds contributed by owners, partly by 
funds borrowed from, or owed to, credi- 
tors; public business is financed partly by 
funds borrowed, partly by taxation and 
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other charges for services rendered by the 
State. This State enterprise has no fixed 
capital such as that which private business 
invariably uses; and its reliance on bor- 
rowed capital for acquisition of long-lived 
assets usually involves it in the necessity 
to provide for interest on the borrowings 
as well as for gradual repayment of the 
capital borrowed, regardless of whether or 
not its operations are financially profitable. 
Private enterprise is not obliged to repay 
the capital it uses, nor, in respect of some 
parts of the capital, to pay interest thereon. 
If it is profitable, it pays dividends in lieu 
of interest, and it may even repay its bor- 
rowed capital. These payments are made, 
however, either out of profits or out of 
surplus funds accumulated through the 
earning of profits. 

This differencé in methods of financing 
inevitably produces differences in account- 
ing, particularly in relation to the treat- 
ment of interest, depreciation and debt- 
repayment. 


(b) Tests of Successful Operation: 


The touchstone of success in private 
business is the earning of financial profit; 


in public activities the test is contribution 


to community welfare. Profit is an objec- 
tive test; contribution to welfare is less 
capable of measurement. Many of the 
objects of public expenditure, e.g., social 
services, national defence and general 
administration, are not directly productive 
of revenue which can be matched with cost 
in order to disclose accounting profit or 
loss; other activities, e.g., railways, elec- 
tricity and water supply and harbours, are 
business undertakings to which the test of 
profitability as a measure of effective oper- 
ations can be applied. But, even in the 
case of State-owned business undertakings, 
two important considerations impair the 
validity of the profit test. One is the fact 
that many of the undertakings make con- 
tributions to community welfare which are 
not capable of expression in financial 
terms; the other is the principle, widely 
accepted in connection with charges for 
services supplied by State enterprises, that 
they should not be used as taxing devices 
and that, consequently, service charges 
should not exceed cost of service, reason- 
ably interpreted. In other words, profit 
should not be earned by State-owned busi- 
ness undertakings. This latter philosophy 
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obviously raises important issues of defini- 
tion of cost. 


In particular, having regard to the fact 
that the State must provide for debt repay- 
ment as well as interest, should not ‘‘cost’’ 
be. interpreted, for purposes of determin- 
ation of the level of State charges, as 
including some provision for sinking fund? 
There is here a three-cornered clash of 
interests—between taxpayer, present con- 
sumer and future consumer. Again, it is 
open to question whether ‘‘cost’’ should be 
interpreted as cost of particular sections 
of State business enterprises or as cost of 
a range of State services rendered to all 
consumers of such services. For example, 
should the total cost of providing elec- 
tricity throughout a State be recovered 
from the consumers as a whole, or should 
the losses necessarily involved in supply to 
some consumers be defrayed by taxpayers 
so that the remaining consumers may be 
supplied at the cost of the service to them? 


In financial statements relating to State 
business enterprise the methods and theo- 
ries applied to financial statements of 
private businesses are appropriate. The 
essential difference is in the use made of 
the information thus provided, rather than 
in the method of preparation and form of 
the statements. 


(ec) Responsibility for Financial Control: 


In private business, financial manage- 
ment is entrusted by the owners to man- 
agers or directors, but, in the final analysis, 
control of the distribution of surplus funds 
rests with owners. In public business, 
financial control is exercised by the Govern- 
ment, which renders accounts of its 
stewardship to Parliament. Taxpayers 
have little or no opportunity of directly 
influencing financial policy, such as the 
opportunity given to shareholders in com- 
panies at annual meetings of shareholders. 
This difference influences the form of 
public financial statements as contrasted 
with those of private business, because that 
form is dominated by the necessity for pro- 
viding information to Parliaments in terms 
of ministerial or departmental responsi- 
bility for expenditure rather than in terms 
of functional activities. Hence the common 
practice of reporting gross expenditure 
and gross revenue of departments, rather 
than net results of business operations, 
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which is the more usual method in private 
business. 


(d) Legal Controls: 


The form and contents of financial state- 
ments of private business are governed 
generally by statutory requirements, such 
as those in Companies Acts, and specifically 
by the internal regulations of each indi- 
vidual business unit. Forms and contents 
of the public accounts are less closely regu- 
lated by law and are determined rather by 
tradition and custom. Moreover, in private 
business financial statements which do not 
conform to generally accepted accounting 
methods and theories may bring the persons 
responsible for their presentation into con- 
flict with legal requirements. In public 
accounts changing financial policies may 
result in marked differences from time to 
time in the financial practices reflected in 
the financial statements. Thus the possi- 
bility of conflict between financial policy 
and accounting theory is much stronger in 
public accounting than in private account- 
ing. This fact provides one of the major 
problems of public accounting, and makes 
the need to distinguish between accounting 
and financial policy in the public financial 
statements greater even than in those of 
private business. 


Mention should be made of one other 
important difference between private and 
public accounting, which relates directly to 
the form of financial statements. Account- 
ing theory nowadays lays great stress on 
the importance of consistency in account- 
ing practices. By this is meant that the 
accounting practices of each individual 
business unit should be consistent from 
year to year. Consistency is desirable in 
public accounting also; but it is difficult 
to ensure that public accounting practices 
shall be consistent in the face of changes 
from time to time in financial policy. And 
the financial policy of a Government tends 
to change more often than that of a board 
of directors because, in the first place, 
Governments tend to change more often 
than directors and, in the second place, 
governmental financial policy is naturally 
susceptible to fluctuafions in the ease with 
which revenue may be raised by taxation 
or other means. 


_ Furthermore, the consistency desirable 
m public accounting is not merely consis- 
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tency from time to time. Particularly in a 
federation, it is desirable also to aim at 
consistency from State to State. This is 
so because the possibility of satisfactory 
solutions of the complex problems of 
financial relationships between the central 
and the provincial governments materially 
depends upon ability to make valid com- 
parisons of the finances of the several 
governments; and valid comparisons can 
be made only if reasonable consistency is 
preserved among the financial statements 
of the governments. 


III. IMPROVEMENT IN Form AND CONTENT 


or PusLic FINANCIAL STATEMENTS. 


The brief discussion in section II of this 
paper of the important dis-similarities of 
publie and private accounting leads to the 
inquiry whether recent and prospective 
improvements in the form, content and 
arrangement of company financial state- 
ments can and should be paralleled by 
similar improvements in public financial 
statements. 

Contrary to popular belief, public 
accounting does not always lag behind 
private accounting. Budgetary control, for 
example, was highly developed in public 
accounting long before it was taken up by 
private business; standard costs were first 
used in Australia by a Government-operated 
factory ; and the organization of accounting 
routine in some Government offices is as 
good as in any private business, and better 
than in most. There are even some excep- 
tional cases in which the financial state- 
ments issued by governmental undertakings 
compare satisfactorily with the best 
examples of company statements. 

Nevertheless, it is evident to anyone who 
is familiar with the general run of public 
financial statements, and who is aware of 
the rapid progress made in recent years in 
improving company statements, that com- 
pany accounting generally has taken a leap 
ahead and that public accounting should 
catch up as quickly as possible. The vital 
question is how this can be done. 

The problem can best be examined by 
considering separately two distinct kinds 
of public financial statements— 

(a) those relating to the general finances 

of a State; and 

(b) those relating to the operating 

results and financial position of 
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State-owned business undertakings 
administered by separately organ- 
ized commissions or boards. 

_ Dealing first with financial statements 
relating to business undertakings, it is 
evident that these closely resemble the 
statements of private businesses. That is 
to say, they comprise usually a profit and 
loss statement and a balance sheet, each 
prepared ostensibly in accordance with 
accepted accounting theory. Though, for 
the reasons mentioned in section II of this 
paper, the profit and loss statements of 
State-owned business undertakings may 
need to be interpreted rather differently 
from those of companies, there is no good 
reason why they should be differently pre- 
pared. On the contrary, there is every 
reason why they should conform to the 
best standards of company statements. 

The defects at present common in finan- 
cial statements of State-owned business 
undertakings are precisely those which, 
until comparatively recently, marred the 
majority of company statements. They 
are: 

(a) Defective, inconsistent and ambig- 

uous accounting terminology ; 


Illogical and uninformative classi- 


(b) 
fications, grouping and order of 
arrangement of items; 

Lack of clear distinction between 
‘‘pure’’ accounting and financial 
policy ; and 
Adherence to 
which are unintelligible 
majority of readers. 

In so far as company financial state- 
ments are concerned the recommendations 
of the Institute of Chartered Accountants 
in England and Wales are designed to 
remove obscurities arising from defective 
terminology and from failure properly to 
distinguish the effects of financial policy, 
as distinct from accounting theory. They 
go a long way also in promoting refine- 
ments in classification, grouping and order 
of arrangement. Wisely, they leave to 
individual judgment the question of the 
forth of the statements; but the slowly 
growing popularity amongst progressive 
companies of the vertical form of statement 
shows that the restrictive influence of con- 
vention in this respect is not now as strong 
as it has been in the past. The non- 
technical vertical form is certainly more 


(¢) 


conventional forms 


(d) 
to the 
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easily understood by laymen, and the fact 

that it is frequently used by Auditors- 

General in reporting upon the accounts of 

business undertakings is prima facie evi- 

dence that it might with advantage be 
generally used for the financial statements 
themselves. 

There is much to be gained, in this group 
of the public financial statements, from the 
recommendations of the Institute and from 
the best standards of practice in company 
statement. In particular, it is desirable 
that careful consideration be given by 
Treasury officers, Auditors-General and 
Government accountants to the following 
points : 

1. Avoidance of the misuse of the terms 
‘‘reserve’’ or ‘‘reserve fund,’’ and 
their replacement, in appropriate cir- 
cumstances, by the term ‘‘provision.”’ 
The desirability of accounting for 
depreciation as an apportionment 
over several accounting periods of 
unavoidable cost, and as distinct from 
either replacement of assets or repay- 
ment of debt. 

The arrangement of items in profit 

and loss accounts in such a way as to 

show clearly and separately— 

(a) current operating results and 
the causes thereof ; 
corrections to past disclosed 
results, or other abnormal or 
non-recurring items; and 
the manner in which the profits 
or losses disclosed by the 
account have been dealt with. 
4. The arrangement of items and groups 

in balance sheets in such a way as to 
distinguish clearly— 

(a) current, or short-lived, assets; 

(b) fixed, or long-lived, assets ; 

(ce) liabilities to creditors ; 

(d) eapital used by the under- 
taking and the sources from 
which it has been drawn; and 
accumulated profits or losses, 
measured by reference to 
generally accepted accounting 
rules, conventions and doc- 
trines. 

5. The desirability of observing consis- 
tency from time to time in the appli- 
cation to the known facts of account- 
ing doctrine, and of preserving in the 
statements a clear historical record of 


(b) 


(ce) 


\ 


(e) 
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capital contributed, the uses made of 
the capital, and the financial results 
of the operations of the undertaking. 

Turning now to that group of the publie 
financial statements which relates to the 
general finances of the State, it is evident 
that other problems arise, and that these 
problems cannot be solved by reference to 
private accounting standards, because they 
differ markedly from the problems encoun- 
tered in private business. As has been 
mentioned, much of the expenditure from 
the public accounts ‘is not productive of 
financial return. There can, therefore, be 
no matching of income with cost in the way 
in which that matching is done in a profit 
and loss account. The matching which 
takes place in the general public accounts 
is a matching of revenue received with pay- 
ments from revenue and of proceeds of 
loans received with payments from loans. 
There is no question of apportionment of 
expenditure between accounting periods; 
all payments are properly brought to 
account in the accounting period in which 
they are incurred. Similarly, there is no 
question of apportionment of revenue 
between accounting periods; all revenue is 
properly brought to account when it is 
received. 

That is to say, the kiud of financial state- 
ment which is appropriate for use in rela- 
tion to the general finances of a State is 
the cash statement, and not the profit and 
loss or income and expenditure account 
and the balance sheet. The cash statements 
should preserve a proper distinction 
between revenue funds and loan funds; 
they should correctly record the facts and 
should so classify revenue received and 
payments thereout, loans received and pay- 
ments thereout, that Parliament will be 
properly informed as to the sources of 
revenue and loans and the uses to which 
the moneys have been put. These are 
problems of classification, as to which com- 
mercial accounting practice gives little 
guide. Classification of revenue and of 
loans is usually simple; classification of 
expenditure may be according to the sub- 
ject of the expenditure or the object of the 
expenditure. Classification on the basis of 
object is generally the more useful; and the 
offsetting of revenue from specific activities 
or departments against the expenditure on 
those activities or departments, in order to 
disclose net results, is preferable from some 
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standpoints to the unrelated showing of 
gross amounts. One important aspect of 
these classification problems is the need for, 
and difficulty of effecting, uniformity as 
between States and as between different 
accounting periods. 

Of even more serious import is the prob- 
lem of clear disclosure of the effects on the 
sash statements of changes in financial 
policy. The facts themselves are often 
determined by financial policy decisions. 
For example, depreciation has no place in 
a cash statement unless cash is actually 
withdrawn from a particular fund and 
placed in a fund earmarked for depreci- 
ation; whether or not such withdrawal 
takes place depends entirely upon financial 
policy. Again, whether a given payment is 
made from revenue fund or from loan fund 
is a fact determined by financial policy; 
it is probably impossible to devise any 
general accounting or financial rule by 
which the propriety of financial policy in 
such matters may be judged. 

Accountants may, of course, have their 
own individual opinions on such matters; 
there may even be an approach to general 


agreement amongst a body of accountants 
as to the wisdem of the policy followed in 


particular circumstances. But accounting, 
as such, cannot govern policy; its function 
is to provide as clearly as possible account- 
ing data useful in the determination of 
policy and in the formation of judgment 
as to its wisdom or otherwise. This, also, 
is a problem of accounting classification ; 
its essence is the need for simplicity com- 
bined with adequate detail. The best hope 
for its solution lies in consultation and 
discussion between officers experienced in 
public accounting; accountants not so 
familiar with the peculiar features and 
objectives of public accounts might be able 
to help, but only if they are prepared to 
recognise, and give full weight to, the 
differences between public and private 
accounting. , 

The most interesting of all the problems 
of public financial statements is the 
relationship between the consolidated 
revenue fund and the loan statements, on 
the one hand, and the profit and loss 
accounts and balance sheets of the business 
undertakings, on the other. The nature of 
this relationship varies from State to State 
in Australia. In some cases the connection 
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is slight ; loan funds provide the capital of 
the undertakings, consolidated revenue 
receives their cash collections and meets 
their expenditure; in other cases, the 
finances of the undertaking are more or 
less independent of the consolidated 
revenue fund; in still others, consolidated 
revenue receives from the undertakings 
the profits disclosed by their statements, 
prepared on a ‘‘commercial’’ basis, and 
meets their losses. 

The relationships are further compli- 
eated by the arrangements under which 
Federal and State Treasuries contribute to 
sinking funds for repayment of loans from 
which the capital of the business under- 
takings is provided. These sinking fund 
contributions are variously handled in the 
accounts of the undertakings. In some 
eases, they are not brought to account at 
all; in others, they are brought to account 
as the equivalent in whole or in part, of 
depreciation provisions; in still others, 
they are treated in effect as transfers from 
one capital account to another. Uniformity 
of financial and accounting practice in 
such matters is highly desirable, and any 
uniform system adopted should conform to 
accounting theory and should clearly dis- 
close the facts. Selection of a uniform 
method of accounting which will most 
satisfactorily solve the problems will not be 
an easy task. 

It is suggested, however, that the system 
should be based on the following prin- 
ciples : 

(a) The separate financial statements of 
the business undertakings should, 
regardless of their operating results 
and financial position, be prepared 
in accordance with the best account- 
ing standards. This involves proper 
provision for depreciation, divorced 
from debt repayment, and based on 
accepted accounting practice. 
Contributions to sinking fund from 
consolidated revenue should _ be 
brought into the separate accounts 
of the business undertakings as debt 
repayment distinct from depreci- 
ation. If the undertaking were able 
to reimburse consolidated revenue 
for the payments, the reimburse- 
ment would be shown as a deduction 
from the original capital; if not, its 
liability to consolidated revenue or 


(b 


wa 





sinking fund account would be in- 
creased pro tanto. 

Interest payments, at the rate pay- 
able by consolidated revenue, should 
be brought into the separate ac- 
counts as costs, whether reimbursed 
to consolidated revenue by the 
undertaking or not. If so reim- 
bursed, the bringing to account 
would be automatic; if not, a lia- 
bility to consolidated revenue on 
interest account should be raised. 
All provisions made in the separate 
accounts of the business under- 
takings, either for known liabilities 
or for depreciation of assets, should 
be based on estimates, as accurate as 
possible, of the amount of the lia- 
bility or the extent of the depreci- 
ation. 

The term ‘‘reserve’’ should not be 
used in the separate accounts of the 
business undertakings except to de- 
note amounts set aside out of profits 
or other surpluses of the under- 
taking to meet unknown liabilities 
or contingencies. 

The separate financial statements of 
the business undertakings should 
record at all times— 

(i) the eapital originally contri- 

buted ; 
(ii) the accumulated profits or 
losses and the manner in which 
they had been dealt with; and 
the liability (if any) to con- 
solidated revenue in respect of 
sinking fund and interest pay- 
ments on the capital contri- 
buted to the undertaking and 
in respect of any other pay- 
ments by consolidated revenue 
to or on account of the under- 
taking. 

Observance of these principles would 
preserve in the accounts of the undertaking 
a clear record of the accounting ‘‘facts”’ 
relating to their operating results and their 
financial position, just as if they were 
separately owned and controlled businesses. 
This record would provide information of 
great value for formulation of financial 
policy or for judgment as to the wisdom 
of that policy as reflected in consolidated 
revenue fund and the loan fund state 
ments. 


(c) 


(d) 


, 


(e) 


(f) 


(ili) 
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IV. CoNcLusion. 


It is realized that this paper raises many 
questions and offers few answers. It has 
deliberately been designed to state the 
nature of the problems rather than to sug- 
gest easy solutions where no easy solutions 
are possible. Its purport may be sum- 
marised as follows: 

(a) The pressing problem of public 
finance is how to ensure that wise 
financial policies will be consistently 
followed by Governments. 

This is not primarily an accounting 
problem, but accounting can help 


towards its solution by maintaining 
clear records of accounting data in 
such forms as to make possible in- 
telligent and informed appraisal of 
the policies adopted. 


Improvements in the technical form 
and the contents of the public 
accounts are desirable and possible, 
particularly in those accounts relat- 
ing to State-owned business under- 
takings. 

Consistency in form and contents of 
public accounts from year to year 
and from State to State is also desir- 
able. 


In order to obtain this consistency, 
compromise may be necessary in 


The Australian Accountant 


53 


respect of desirable improvements in 
form and contents of the accounts. 


Evident defects in the public ac- 

counts at present are: 

(i) over-rigid adherence to con- 
ventional technical accounting 
forms ; 

(ii) continued use of ambiguous 
accounting terminology ; 

(iii) faulty classification and group- 
ing of items in both the general 
financial statements and the 
separate statements of business 
undertakings. 

The most serious and difficult 
accounting problem yet to be solved 
is the relationship between the cash 
statements and the ‘‘commercial’’ 
statements of the business under- 
takings. This problem includes the 
question of proper accounting for 
depreciation, sinking fund contribu- 
tions and interest payments. 
Accountants may be able to help the 
Treasury officers in improving the 
value of the information contained 
in public financial statements; but 
dogmatism may defeat its own ends, 
and there is no hope of success un- 
less due allowance is made for the 
peculiar features and purposes of 
governmental accounting. 
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THE ABSORPTION OF 
DEFERRED CHARGES 


by 


H. W. SLATER, B.COM., A.I.C.A. 


Cost, the economists tell us, means effort 
expended or benefits foregone in working 
towards an objective. The accountant, 
whose task it is to compute, compare and 
analyse actual costs incurred, is perhaps 
tempted to regard such an abstract defini- 
tion as having little practical value. His 
problem is one of measurement, and he has 
adopted as a standard of measurement the 
monetary unit. And since he is adding 
together or comparing yesterday’s, today’s 
and tomorrow’s costs, he is tacitly assum- 
ing that his unit of measurement is a fixed 
and unvarying standard. It is inevitable 
that in times like the present, times of 
rapidly changing price levels, the validity 
of this assumption should be called into 
question. 

The main role of money is to act as a 
means of exchange, a connecting link in a 
specialized society between the primary 
economic functions of production and con- 
sumption. In performing this role it also 
acts as a measure of value, but it has no 
intrinsic worth of its own. Money is only 
desirable because it represents purchasing 
power, and it is only too obvious that the 
purchasing power of the monetary unit 
changes with the passage of time. 

If we accept in principle the economist’s 
definition, cost in the accounting sense 
means sacrifice of purchasing power. The 
accountant’s problem is that of measuring 
purchasing power sacrificed (cost) and 
setting it off against purchasing power 
gained (income). Wher he matches cur- 
rent costs with income he is on safe ground, 
but when he comes to the problem of ab- 
sorbing deferred charges he merely writes 
off a proportion of the monetary expendi- 
ture originally incurred. What he should 
write off is today’s monetary equivalent of 
a proportion of the purchasing power 
originally sacrificed. These two things can 
only be the same if prices remain quite 
stable over the whole period during which 
the deferred charge is being absorbed. If 
there is a change in prices—or the purchas- 
ing power of money—of any magnitude 


during this period, the effects can be quite 
serious as the following illustration will 
show. 

A man starts in business on 1 July, 1937, 
with £500 in eash as working capital, and 
two identical machines which cost him 
£1,000 each. His balance sheet on that date 
is therefore: 


Capital £500 


2,000 


£2,500 Cash 
Plant 
£2,500 £2,500 
. aoa 


He estimates that the two machines will 
last ten years, at the end of which time they 
will be serapped and replaced by new 
machines. He therefore provides for depre- 
ciation at 10% per annum on cost. He 
withdraws all profits from the business, so 
that on 30 June, 1947, his Balance Sheet is: 
2,500 Cash £500 

Plant 

Less 
Provn. 
Depn. 2,000 


Capital 
£2,000 


nil 
Other Assets 2,000 
£2 500 
ene 


£2,500 


His machines, which have been fully de- 
preciated, are now worn out and are dis 
carded, but he finds that the price of new 
machines has doubled since 1937. His re 
sources are only sufficient to buy one new 
machine, which he does, for £2,000. His 
balance sheet is now: 
Capital 2,500 Cash 
Plant 


£2,500 
This is exactly the same as the balance 
sheet of ten years before, so that financially 
his capital has been kept intact. However, 
in 1937 he had £500 in cash and two 
machines; in 1947 he has £500 in cash and 
only one machine. His productive resources 
are only half what they were ten yeat 
before, so that obviously his capital ha 
been physically depleted. 


£2,500 
ene 
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It is not enough to say that financial 
prudence should have dictated that suffici- 
ent funds be set aside out of profits to meet 
the expected increase in price ef the new 
machines. The real cost of the original 
machines, the purchasing power sacrificed 
when they were bought, has not been 
charged in full against income. The in- 
adequacy of the monetary unit as a yard- 
stick of cost has caused the proprietor to 
under-depreciate his fixed assets and to 
withdraw a proportion of his capital in the 
guise of profits. It follows then that in 
boom periods of rising prices, profits are 
likely to be over-stated because deferred 
charges will be under-absorbed ; conversely, 
in times of falling prices, profits are likely 
to be understated because deferred charges 
will be over-absorbed. The broad economic 
significance of this fact hardly needs to be 
emphasised. 

There has been a considerable amount of 
discussion lately on the question of adopt- 
ing a replacement value basis for depreci- 
ating fixed assets. This suggestion has 


been criticised on the ground that it in- 
volves a departure from the generally 
accepted principle that a so-called ‘‘fixed’’ 


asset is a deferred charge to operations, 
and that a proportion of its cost should 
be written off against each period’s income 
so that the whole cost will be absorbed over 
the asset’s life. Those who. see any incon- 
sistency here are forgetting the real mean- 
ing of the word cost. If there is set aside 
out of income a series of amounts which, 
on the retirement of the asset, will repre- 
sent in today’s money the original sacrifice 
of purchasing power, the true economic 
cost of the asset will have been absorbed, 
and there will be just sufficient funds in 
the provision account to enable the asset to 
be replaced. For this to be done it is 
necessary that some method should be de- 
ised that will enable the cost of the asset 
0 be re-stated at the end of each account- 
ing period, in the light of. changes in the 
purchasing power of the measuring stan- 
lard, money, during the period. 
A method which could be used, when it 
possible to discover at the end of each 
Meounting period the present replacement 
alue of the asset, involves the introduction 
f two new accounts, an Asset Price Vari- 
tion Account (debit) and an Asset Valu- 
lon Reserve Account (credit). The use 
these accounts can best be illustrated by 
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applying the figures used in the example 
set out above. 

Suppose that on 30 June, 1938, the re- 
placement value of the two machines had 
inereased from £2,000 to £2,500. The 
following entry would be made to record 
this fact: 


Plant Price Variation Account Dr. £500 


To Asset Valuation Reserve Cr. £500 


In the balance sheet, the price variation 
is added to the original money cost of the 
asset, and the valuation reserve shows 
under the proprietorship heading. Depreci- 
ation is now provided on the money cost 
of the asset, plus the balance in the Price 
Variation Account —i.e. 1/10 of £2,500. 
The balance sheet at 30 June, 1938, after 
withdrawal of profits, will be: 
£2,500 Cash 
Plant 
Add 

Plant 

Price 

Vari- 

ation 


Capital £500 
Asset Valuation 
Reserve 


£2,000 
500 


500 


2,500 
Less Pro- 
vision 
Depreci- 
ation 250 
2,250 


£3,000 


£3,000 
The depreciation charge will remain now 
at £250 until there is a further increase in 
the price of the asset, when the price vari- 
ation will be debited and the valuation 
reserve credited with the amount of the 
change, and the depreciation charge will 
be adjusted accordingly. If this procedure 
is followed through, the balance sheet at 
30 June, 1947, will now read: 
£2,500 a £500 
Plant £2,000 
Add 
Plant 
Price 
Vari- 
ation 


Capital ‘ 
Asset Valuation 


Reserve 2,000 


2,000 


4,000 
Less Pro- 
vision 
Depreci- 
ation 4,000 
nil 
4,000 
£4,500 


—— -——— 


Other Assets 
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In the event of an asset being discarded 
before its estimated life has expired, any 
unabsorbed amount could be written off to 
an Asset Use Variation Account, and this 
should be treated as a non-operating 
expense. 

The above treatment assumes consistently 
rising prices. If the replacement value of 
the asset falls during an accounting period, 
the entry will be: 


Dr. 


Asset Valuation Reserve 
Cr. 


To Asset Price Variation A/c. 
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The price variation will then be deducted 
from the asset in the balance sheet, and the 
depreciation charge proportionately re- 
duced. It is quite conceivable that the 
valuation reserve could carry a debit bal- 
ance in these circumstances, in which case 
it would show as deduction in the pro- 
prietorship section of the balance sheet. 
However, as the general trend of prices 
underlying the movements of the business 
cycle seems to be upwards, it should, after 
a while, become and remain a credit 


account. 


SOME OBSERVATIONS ON 
MUNICIPAL FINANCE 


(Being a lecture delivered before the Institute of Municipal Administration in 
Melbourne) 


by 
G. E. FrrzceRALp, B.A., B. COM., F.I.C.A. 


Tf have chosen as a title for. my talk this 
evening, ‘‘Some Observations on Municipal 
Finance’’, as I believe this is a subjeet 
which well merits the consideration of all 


Municipal administrative officers, even 
though it may be neglected by some muni- 
cipal councillors. With the extended 


demands that are being made, and will 
continue to be made, on Municipal Councils, 
and the large programmes of developmental 
and reconstruction works facing all muni- 
cipalities, I am of the opinion that most 
of them will run into troublesome financial 
weather, within the next few years. I 
believe that the whole question of the 
relationship between governmental and 
municipal finance needs to be overhauled, 
as I cannot see how municipalities are to 
carry their financial burdens without more 
governmental aid—unless their rating 
capacity is to be increased. 


SouRcEs OF Funps AVAILABLE TO 
MunicrpaL Counciss. > 


With an audience such as we have to- 
night, it is unnecessary to pay more than 
passing reference to the sources of funds 
available to municipalities. 


These include rates, general, special and 
extra; charges for such services as sanitary, 
garbage, etc.; fees for inspections, licences, 


ete.; contributions from State Government J 


(all too few) in respect of liquor licences 
and for health services and, occasionally, 
other special purposes, revenue from muni- 
cipality owned trading undertakings, and 
loan moneys. I mention these items merely 
as background before passing to a con- 
sideration of some principles of finance. 


PRINCIPLES OF BUSINESS FINANCE. 


Business finance has been defined as: 


the art of directing the financial affairs of 4 
concern along sound and conservative lines in 
order that it may obtain the capital it requires 
as cheaply as possible, and utilise such capi 
for its purpose in the most efficient and ecot 
omical manner. 


Naturally, there are differences betweel 
the financial structures of particular busi 
nesses, but there are certain general pril- 
ciples of sound finance which are fund® 
mental in all businesses, whether large # 
small. 

Before a business can commence to oper 
ate, finance is required. This is obtained@ 
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several ways. Contributions of capital from 
the proprietor or proprietors, whether sole 
trader, partners or shareholders in a com- 
pany, loan money, bank overdraft and, 
later, the normal accommodation from 
suppliers of goods and services who receive 
payment at a future date in accordance 
with the custom in trade. 

There are many ways 
money may be raised. 

By the issue of debentures or mortgages 
giving a charge over some particular assets, 
but more usually a general charge over all 
assets in whatever form they may be. This 
method of finance is particularly suitable 
for a business which needs a large invest- 
ment in what are known as fixed assets, 
and consequently it is extensively adopted 
by public utility undertakings, such as gas, 
electric railways and tramways, as well as 
by other large businesses, such as paper 
mills, steel works, ete. 

Debentures may be redeemable or irre- 
deemable. To provide the contributions 
towards redemption of debentures may 
prove embarrassing to an expanding busi- 
ness, particularly in these days of high 
taxation. 

Irredeemable debentures involve regular 
payments of interest which are not reduc- 
ible, but where debentures are redeemed 
from profits, the annual charge for interest 
is reduced. If redeemable debentures 
mature during a period of low interest 
rates, there is an opportunity to re-borrow 
at a lower rate, and thus obtain cheaper 
finance. 

Some important principles of sound busi- 
ness finance worthy of notice are :— 

1. The funds required for the purchase 
of fixed assets should be obtained from pro- 
prietors’ capital, profits retained in the 
business or by the issue of long term deben- 
tures. In addition, there should be a sur- 
plus of funds from these sources to provide 
what is known as the working capital of 
the business, i.e. funds invested in those 
assets which are acquired for the purpose 
of re-sale or which have resulted from their 
re-sale. These are known as current assets, 
and include stock in trade, work in“pro- 
gress, book debts and cash. 

Funds required for investment in current 
assets are often supplemented by bank 
overdraft, particularly where these assets 
from time to time expand and contract 
owing to fluctuations in demand. 


in which loan 
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2. Excessive investment in fixed assets 
should be avoided. This occurs when the 
business acquires fixed assets which cannot 
be used to advantage, e.g. by purchase of 
plant and machinery which cannot be used 
economically because the business has not 
reached a sufficient stage of development 
to justify the purchase of that particular 
machinery. 

3. Though purchase of fixed assets is 
usually financed from proprietor’s capital 
or long term loans, subsequent expenditure 
on working, maintenance and repair of 
such assets is charged against revenue of 
the business, as also is diminution in the 
value of fixed assets arising from their use 
in earning income. So that, although the 
original cost of a fixed asset may be 
obtained from proprietor’s capital or long 
term loans, the whole of that cost is sub- 
sequently re-imbursed from gross revenue. 
In this way, the original contribution of 
proprietor’s capital is retained intact so 
long as net profits are earned. For pur- 
poses of illustration, assume that Smith 
commences a cartage business for the pur- 
pose of carrying out a contract for a period 
of five years. He has a capital of £1,000 
with which he buys a truck. He considers 
that at the end of five years his truck will 
be worth only scrap value. The expenses 
of conducting his business during the five 
year period will include petrol, oil, tyres, 
repairs, insurance, wages, registration, 
licence fees, some miscellaneous items and 
the cost of the truck, less its scrap value. 
All these expenses must be charged against, 
or deducted from, moneys received for 
cartage. Any surplus represents net profit. 
The cost of the truck, less scrap value, 
should be deducted from the whole of the 
receipts of the five year period, and the 
most convenient way of doing this is to 
deduct £200 each year. At the end of the 
five years, provided the cartage receipts 
have exceeded all the expenses, including 
the £1,000, by a sum sufficient to cover 
Smith’s personal expenditure, his original 
capital of £1,000 will be intact. 

PRINCIPLES OF MUNICIPAL FINANCE. 

No business firm can either start or continue 

without capital. Equally does this rule apply 

to local government bodies, and on exactly simi- 
lar principles are their finances regulated. Their 
income and expenditure fall into the same two 
main categories—capital and revenue, the for- 
mer relating to expenditure on the acquisition, 
extension or equipment of an asset, a service or 
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an undertaking, and the latter being concerned 
in the maintenance and working of the asset.’ 


Though we may not be prepared to 
accept this statement in its entirety, never- 
theless there are many principles common 
to both business and municipal finance. 

The engineering plant, premises, per- 
manent works, and other more or less 
permanent assets of a municipality are 
comparable with the fixed assets of a busi- 
ness, while the current assets are repre- 
sented by the cash in hand and at bank, 
arrears of rates and charges, and stocks of 
materials, stores, ete. 

A municipality receives no contributions 
of capital from proprietors, so the costs of 
fixed assets and major improvement works 
are usually financed with loan money. Just 
as in a business enterprise the cost of fixed 
assets is, in the long run, charged against 
revenue, so in a municipality the costs of 
fixed assets and major improvement works 
are, in the long run, charged against the 
Municipal Fund. 

Many persons including members of Councils, 

have the impression that if work be carried out 

with loan moneys, the expenditure does not 
burden the rates. Though it may seem strange, 
it is nevertheless a fact that the reverse is 
nearer the truth—(Burton). 
When a work is paid for from current 
rates, ‘‘the first cost is the last cost’’, and 
municipal fund is charged with just the 
original cost of the work. When the work 
is financed from loan money, the municipal 
fund is, over a period of years, charged 
with the repayment of the loan as well as 
the interest on that loan. A loan of £10,000 
borrowed at 5% on a 10 years loan schedule 
involves a total charge during that period 
of £12,950. This means that if a work of 
£10,000 is carried out from loan money the 
total charge to Municipal Fund is £2,950, 
more than it would be if the work were 
sarried out from general revenue. In the 
example we considered of Smith, the cart- 
age contractor, the amount charged against 
revenue for cost of truck used was £1,000. 
If the purchasé of this truck had been 
financed on the instalment plan, the cost 
plus interest might easily have been £1,200. 

Just as finance by the issue of debentures 
is suitable for businesses having a large 
investment in fixed assets, so debenture 
finance is appropriate for municipalities. 

Just as the investment in current assets 
of a business is often supported by bank 
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I 
overdraft, particularly where the current 
assets are liable to expand and contract, so 
a municipality may use its bank overdraft 
to finance the investment in current assets, 

i.e. the amounts due for rates and charges, 
which regularly expand and contract “ 
according to the time of the year. Bank w 
overdraft should not be used to finance them °° 
investment in fixed assets and permanent th 

works. 

, . un 
As in the case of a business, over exten qu 
sion or premature extension of fixed asset y, 
or permanent works should be avoided. if. 
Over extension of works sometimes occurgg tur 
through the premature making of roads orf is ) 
private streets in an area which has no ma 
yet reached the stage of development ta am 
justify such expenditure. It is sometime mu 
difficult to decide the time to commence pur 
such work. Development may be stimugg Ma) 
lated by making streets and providing am 
services in advance of home building, but liab 
on the other hand, at least one municipality pru 
has experienced considerable financial difiqg ima; 
culty through premature construction of Ten 
private streets. eipl 
Purchase of plant not warranted by th Ther 
extent of demand for its use will result igg P@' 
This should not be cong “82” 


uneconomie costs. 
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chase schemes, but merely as a warnin Al 
that before acquisition is decided upon, ful 2! 
consideration should be given to the avail work: 
able work with a view to ascertaining °V°T 
whether the economies anticipated fra beyor 
use of the new plant will be sufficient mg Pe™™: 
warrant scrapping any existing plant, pli redee 
the cost of the more modern unit. In th °° \ 
connection, I believe that substantial ecoy borro 
omies might be obtained by several muni like J 
cipalities combining in the joint purcha vehic] 





of plant, the cost of which could be justifie 
by the amount of joint work available, bi 
which would not be justified by the use th 
any one of the municipalities could obtal 
from such plant. 









Expenditure on working, maintainil 
and repairing fixed assets and permané 
works should, as in the case of a busine 








be met from revenue as it occurs. ratepay 
The local Government Act sets out One | 
purposes for which money may be Which ¢ 
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B. To liquidate the principal moneys 
owing by the municipality on ac- 
count of any previous loan. 

Thus, loans may be obtained to meet 
eapital expenditure — that expenditure 
which, in the case of a business firm or 
company, could legitimately be met from 
the capigal of the business. 

The construction of permanent works or 
undertakings does not include the subse- 
quent maintenance or repair of those 
works. In the case of a trading company, 
if, owing to the capitalisation of expendi- 
ture on maintenance or repair a dividend 
is paid from fictitious profits, the directors 
may find themselves liable to repay the 
amount of the dividend. In the case of 
municipalities, if money is borrowed for 
purposes not covered by law, the councillors 
may find themselves liable to repay the 
amount borrowed. . Apart from any legal 
liability, it is foolish to neglect sound 
principles of finance just because it is 
imagined that the law has some flaw which 
renders it possible to ignore those prin- 
ciples without incurring any legal liability. 
There is a moral responsibility to the rate- 
payers, and the limits of that responsibility 
cannot be laid down in any Act of Parlia- 
ment. 

Also, as in the case of a business, the 
original eost of fixed assets and permanent 
works should be met from gross revenue 
over a period which should not extend 
beyond the life of the particular assets or 
permanent works. If a council does not 
redeem a loan within the life of the asset 
for which it was raised, the capacity to 
borrow for further work is limited. It is 
like paying for a motor car after the 
vehicle has been scrapped. 

It is the function of a municipality to 
provide servicés for the ratepayers, includ- 
ing, inter alia, the provision of garbage and 
Sanitary services, upkeep of parks and 
gardens, maintenance of roads and general 
administration of the affairs of the muni- 
ipality. For those purposes, it collects a 
General Rate, the amount of which is deter- 
mined by the cost of the services which the 
ratepayers require. 

One authority refers to circumstances in 
Which departure from the general principle 
is permissible : ‘‘Even with respect to main- 
felance or renewals, which, in the ordinary 
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course, should never be financed by other 
than current revenue funds, it is some- 
times necessary to depart from orthodox 
finance, when extraordinary conditions pre- 
vail, such as loss or damage caused by fire, 
flood or earthquake’’.’* 

A deliberate policy of overspending to 
provide necessary services is open to the 
same objections as borrowing on deben- 
tures, for it is merely another form of 
borrowing, and is contrary to the intention 
of the Local Government Act, as noted by 
Molesworth, J. in A.-G. v. St. Kilda, when 
he expressed the opinion that: 

The Act indicated that to a certain extent each 
year should as far as it goes pay for itself, and 
according to its general policy there was a kind 
of prohibition against the Council running them- 
selves into debt or incurring a larger expendi- 
ture in any one year than the reasonably 
expected revenue thereof.* 

Borrowing for revenue expenditure is 
also subject to the objection that it limits 
the capacity of the muncipality to borrow 
for the legitimate purposes of development 
—to provide the permanent works and 
undertakings necessary for that develop- 
ment. 

Gladstone once said: ‘‘Good finance con- 
sists more in the spending than in the col- 
lection of revenue’’—a maxim we should 
all do well to remember. 

Municipal councillors are not selected 
because of their financial knowledge. Most 
of them, have no financial.training or ex- 
perience while others, experienced in busi- 
ness finance, forget all financial principles 
in the council chamber and committee 
room. It is, therefore, all the more impor- 
tant for municipal officers, at least in the 
higher administrative posts, to have a good 
knowledge of the principles of sound 
finance so that they may be capable of sub- 
mitting financial advice and guidance to 
their councils. 

Just as in a business, neglect to observe 
sound financial principles will lead to bank- 
ruptcy, so in the municipal sphere, neglect 
of such principles will lead to’financial diffi- 
culties. Though I cannot quote you any 
instance of a municipality filing its 
schedule or being wound up by ereditors, 
there is on record at least one instance 
where the debenture holder of a munici- 
pality in Victoria virtually put in a 
receiver. The Shire Secretary and Collector 
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acted for the debenture holder in the col- 
lection of revenue, and submitted all pro- 
posed expenditure for his approval. 


DIFFERENCES BETWEEN BUSINESS AND 
MonIcIPAL FINANCE. 


Whilst we note these illustrations of 
similar principles in business and municipal 
finance, we should also realise that there 
are some points of difference. 

1. A municipality can raise revenue and 
embark upon expenditure without con- 
sidering revenue. 

2. A municipality must undertake costs 
for general social wealth—there are 
some activities that bring in no return. 

3. A municipality must do some things 
which business does not do, e.g. Expen- 
diture on Public Health and Education. 

4. The proprietors of a business make con- 
tributions to its funds in the form of 
capital which they do not expect to be 
repaid during the lifetime of the busi- 
ness, but a municipality has nd such 
capital. All loans obtained must be re- 
paid, over a period of years, from 
revenue received. 


FINANCIAL MAXIMS. 


There are three important financial 

maxims which should always be applied. 
1. Expenditure should be controlled by 
the ideal of maximum social advantage 
—Income should be spent in such a way 
as to give maximum social utility. How- 
ever, this should not be allowed to over- 
shadow the necessity to pay regard to 
the area in which revenue is raised in 
connection with the spending of at least 
some portion of that revenue (see Sec- 
tion 248 of the Act). 

There should be no expenditure without 

proper authority. 

3. No expenditure should be sanctioned 
when it is possible that this expenditure 
might grow at a later date beyond the 
capacity of the council. 

Broadly speaking, municipal expenditure 
may be classified into two classes: 

1. Regularly recurring expenditure on 
services, maintenance of works, adminis- 
tration, ete. 


bo 


2. Major permanent works and acquisition 


of assets. 

Expenditure in the first category should 
always be financed from general revenue, 
represented by rates, service charges and 


. 
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sundries—never from loan moneys. Expen 
diture’ in the second category should } 
financed either from loan moneys, or su 



















































pluses of general revenue or from bo re 
sources. a 
Business undertakings of a municipali it 
form a special class and the general pri 
ciples of business finance are applicable @ 
such undertakings. ai 
ADMINISTRATION. le 
I believe that a few comments on fina pe 
cial administration might not be entire pe 
out of place and, therefore, I propose @ sy 
extend my remarks to that aspect. wl 

Except where the municipality is m : 
sufficiently large to warant division of sta yk 
the offices of Town Clerk and Treas the 
should not be combined. There is mo 
greater justification for combining the 
duties of these two officers than for com gr¢ 
bining those of Treasurer and Engine wh 
There are important reasons why con rat. 
of finance should be divorced from sec fun 
tarial responsibilities. met 

The Treasurer should act as the financigl for 
adviser to the Council on all questiog son 
affecting the finances of the municipalitg of | 

In addition to his responsibilities in 
gard to general administration, the To cent 
Clerk is required, from time to time, are 
initiate proposals concerning the develo last 
ment of the municipality, extension @ {ail 
municipal services and many other mattegg crea 
The Treasurer is the officer who shou Trev 
advise the Council on the financial aspeqj mun 
of all proposals brought forward, wheth@j ™g 
by the Town Clerk, the Engineer or and 
Council. stitu 

In England, there is statutory provisi@gj ‘!0"S 
for separation of the offices of Town Cla Prop 
and Treasurer. thou; 

The Treasurer should be responsil than 
direct to the Council for the control Fo 
finances, and the accounting organisati 
of the municipality. 

The duties of Treasurer might be set Th 
as :— the Pp 
1. Financial controller and chief accougg Me"ts 

ant to the Council. of suc 
2. Financial adviser on all questions affé and r 
ing the finances of the municipality. 
3. Rating Officer. 
4. Receiver and paymaster. 
5. Full responsibility for’ accounting 





ganisation of the municipality. 
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MUNICIPAL EXPENDITURE AS AN AID TO 
COMBATING DEPRESSION. 


There are few municipal councils that 
realise the assistance they could render in 
combating depressions, or their responsibil- 
ities in that direction. 

If financial policy is wisely directed, 
municipal expenditure can be a material 
aid in levelling out unemployment prob- 
lems. 

There should be long range planning of 
permanent works, and in periods of pros- 
perity the estimates should provide for 
surpluses, to be accumulated and spent 
when a depression appears imminent. 

Every municipality should have a sched- 
ule of useful work to be embarked upon for 
the purpose of absorbing labour when it is 
most readily available. In this connection 
there is an interesting historical back- 
ground, ‘‘The Poor Relief Act of 1601’’, 
which marks the beginning of our modern 
rating system, introduced the raising of 
funds for the purpose of providing employ- 
ment of the indigent poor, and prescribed 
for the taxation of ‘‘every inhabitant, par- 
son or vicar’’ as well as of ‘‘every occupier 
of land’’. 

But much has happened in the last three 
centuries. Now the vicarage and the manse 
are exempt from rating and, during the 
last depression, not only did municipalities 
fail to provide employment, they actually 
created further unemployment by reducing 
revenue and restricting works to a mini- 
mum. The principle of taxing and budget- 
ing for surpluses in times of prosperity, 
and spending in years of depression, con- 
stitutes a sound basis for combating depres- 
sions. But, unfortunately, municipal rating 
proposals are more often influenced by 
thoughts of the next municipal election 
than by provision for the next depression. 


ForM OF PRESENTATION OF FINANCIAL 
STATEMENTS. 


The Local Government Act provides for 
the presentation of annual financial state- 
ments by each municipality. The purpose 
of such statements is to present councillors 
and ratepayers with information as to the 
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revenue received during the year, the 
sources of such revenue and the nature and 
amount of the expenditure. These state- 
ments are usually prepared by the account- 
ant or other person in charge of the books 
of account, whose approach is almost in- 
variably influenced by the technical form 
in which the entries relating to the finances 
of the municipality are recorded. Debit 
and credit is the most convenient form in 
which to record entries in hand written 
ledgers; it is not always the most conven- 
ient form of record where mechanical aids 
to accounting are introduced, and it is most 
unsuitable for the purpose of presenting 
information to persons who have had no 
technical training in accounting. 

Municipal councillors and ratepayers are 
not trained in reading accounting state- 
ments prepared in technical form and, 
therefore, we should develop a form of 
statement which they can read and under- 
stand. 

We have seen some recent examples of 
statements in satisfactory form. They are 
notable for their avoidance of technical 
form, for the absence of technical jargon, 
and for the introduction of a logical 
system of grouping and presentation of 
the various items of revenue and expendi- 
ture. 

In a business undertaking, the important 
financial statement is not the balance sheet, 
but the income statement. The balance 
sheet is merely a balance statement pre- 
pared as a by-product of the income state- 
ment. Valuations of many items appearing 
therein are directly dependent upon entries 
made in the income statement. 

The balance sheet of a municipality does 
not even attain the same pretensions to 
importance as the balance sheet of a busi- 
ness, while a statement of receipts and pay- 
ments is not merely of little significance, 
but might actually present a misleading 
picture. 

For these reasons, I advocate publication 
of the Municipal Fund and any other 
revenue accounts, presented, not in account 
form, but in vertical form in such a way 
that they may prove intelligible to Coun- 
cillors and ratepayers. 
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LEGAL SECTION 


Editéd by M. C. Tentson Woops, L1.B. 


FRUSTRATION OF CONTRACTS. 


If there is an event or change of circum- 
stances which is so fundamental as to be 
regarded by the law as striking at the root 
of a contract as a whole and beyond what 
was contemplated by the parties, and such 
that to hold the parties to the contract 
would be to bind them to something to 
which they would not have agreed had they 
contemplated that event or those circum- 
stances, the contract is frustrated by that 
event or those circumstances immediately 
and irrespective of the volition or the in- 
tention or the knowledge of the parties as 
to that particular event, and even though 
the parties have continued for a time to 
treat the contract as still subsisting. In 
those events, the Court will grant relief 
and pronounce that the contract has been 
frustrated, either by implying a term to 
that effect, or otherwise. The belief, know- 
ledge and intention of the parties is evi- 
dence, but evidence only, on which the 
Court can form its own view whether the 
changed circumstances were so funda- 
mental as to strike at the root of the con- 
tract and not to have been contemplated 
by the parties. So held in the King’s 


OPTION TO PURCHASE 


An option to purchase land without any 
time limit for its exercise is enforceable 
by a decree of specific performance as a 
matter of personal contract against the 
original grantor of the option, and the rule 
against perpetuities has no relevance in 
such a case as distinct from one in which 
such an option is sought to be enforced 
against some successor in title of the 
original grantee, not by virtue of any 
contractual obligation on the part of the 
successor in title, but by virtue of the 
equitable interest in the land conferred on 
the grantee by the option agreement. In 
Hutton v. Watling, [1947] 2 All E.R. 641, 
the terms of an agreement between the 
defendants and the plaintiff (dated 
6 September, 1937) for the sale by the 
defendants to the plaintiff of the goodwill, 


3ench Division in Morgan v. Manser, 
[1947] 2 All E.R. 666. 

In that case a variety artist, by a con- 
tract dated 8 February, 1938, engaged a 
manager for a period of ten years for the 
purpose of obtaining engagements in music 
halls, theatres, ete., in any part of the 
world, the manager undertaking to obtain 
publicity in advertising in any way he 
might think fit. In June, 1940, the artist 
was called up for service in the army, and, 
after 18 months of military training, was 
transferred to the Army Entertainment 
Pool, in which he continued to serve until 
he was demobilised in February, 1946. The 
parties continued, so far as it was possible 
in the circumstances, to treat the contract 
as still subsisting, the manager endeavour- 
ing to keep the artist’s name before the 
public and potential employers after the 
war. The Court held that there was such a 
change of circumstances and for such a 
duration, and the original contract, looked 
at as a whole, was so fundamentally 
invaded by the calling up of the artist, that 
it must be considered as frustrated by that 
event. 


WITHOUT TIME LIMIT. 


stock and fixtures of a business carried on 
by the defendants on certain premises, 
contained the following provision :— 
in the event of purchaser wishing at any future 
date to purchase property in which the business 
is situated, she has the option of purchase at 
a price not exceeding £450. 


By letter dated 8 December, 1944, the 
plaintiff purported to exercise the option 
to purchase, and it was conceded that, if 
the option were valid, the letter was an 
effective exercise of it. The Court held 
that the plaintiff was entitled to specific 
performance of the option, and the rule 
against perpetuities afforded no bar to 
relief. 

Delivering judgment Jenkins, J. said at 
p. 645 :— 
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I was referred to passages in certain well- 
known text books from which it appeared that 
the authors had doubts as to the correctness of 
the exposition of the law on this topic con- 
tained in the Associated Portland Cement 
Manufacturers’ Case, ([1910] 1 Ch. 12; 79 
L.J. Ch. 150) so far as it involves the conclusion 
that an option agreement unlimited in point of 
time is specifically enforceable against the 
original grantor notwithstanding the rulé 
against perpetuities: see Williams in Vendor 
and Purchaser, 4th ed., vol. 1, p. 424, note (1): 
Gray on Perpetuities, 4th ed., pp. 366 and 367. 
These doubts.appear to me to be ill-founded 


as I understand the jurisdiction to grant 
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specific performance of a contract for the sale 
of land to be founded not on the equitable 
interest in the land which the contract is re- 
garded as conferring on the purchaser, but on 
the simple ground that damages will not afford 
an adequate remedy. In other words, specific 
performance is merely an equitable mode of 
enforcing a personal obligation with which the 
rule against perpetuities has nothing to do. 
Be this as it may, it is, at all events, clear 
that the doubts expressed by the authors of 
the works to which I have referred can in no 
way detract from the efficacy of the judgments 
in the Associated Portland Cement Manufac- 
turers’ Case, an authority binding on me. 


“SYSTEMATICALLY’’ USED DILIGENCE TO SECURE OBSERVATION OF 
PRICES REGULATIONS. 


The National Security (Prices) Regula- 
tions, regulation 29 (3) provides as follows: 


For the purposes of this regulation any person 
on whose behalf or at whose place of business 
any declared goods are sold or offered for sale 
at a greater price than the maximum price fixed 
in relation thereto, under these Regulations, for 
the sale of those goods, whether the goods are 
sold or offered for sale contrary to the instrue- 
tions of the person or not, shall be deemed to 
have contravened the provisions of this regu- 
lation, unless the Court is satisfied that the 
sale or offering for sale took place without his 
knowledge and that he has systematically used 
all due diligence to secure observance of these 
Regulations. 


In Smith v. Gale, [1947] V.L.R. 475 it 
was held in the Supreme Court of Victoria 


that in the exculpatory provisions of this 
sub-regulation ‘‘ systematically ’’’ means 
‘‘regularly’’, in contradistinction to ‘‘spas- 
modically or at odd times’’, and that while 
the question of whether all due diligence 
to secure observance of the regulations 
must necessarily be determined on the 
particular circumstances of each case, such 
diligence has not been used unless, at least, 
the person charged has seen that his 
servants know the maximum prices fixed, 
has instructed them to observe those 
prices, and has made some provision to 
ensure that the instructions he has given 
are carried out. 


STOCK AND COSTING RECORDS. 


> 


The meaning of ‘‘costing records’’ and 
‘eost’’ were considered by the Full Court 
of New South Wales in Ex Parte Brierly; 
re Elvidge (1947), 64 N.S.W.W.N. 109. 
Regulation 49 (1) of the National Security 
(Prices) Regulations provides as follows: 


‘ 


(1.) Every person who in the course of, or for 
the purposes of, or in connexion with, or as 
incidental to, any business carried on by him— 
(a) produces, manufactures, sells or supplies 
any goods whatsoever; or 
(b) supplies or carries on any service what- 
soever, 
shall, for the purposes of these Regulations, 
keep proper books and accounts, and stock and 
and costing records where applicable, and shall 
preserve those books and accounts and stock 
and costing records, including all copies of 
invoices and all vouchers, agreements, corres- 
pondenee, cables, telegrams, stock sheets and 
other documents relating to his purchases of 
stock, costs and sales of any goods or relating 
to any service supplied or carried on by him, 
until their destruction is authorized by the Com- 
missioner. 


In the above case one, Brierly, was con- 


victed on a charge that being a person who 
in the course of -a business carried on by 
him manufactured certain goods, to wit, 
furniture ‘‘did fail to keep proper stock 
and costing records for the purposes of 
the said Regulations’’. The Court held 
that the information did not disclose an 
offence, as Brierly was charged not with 
failing to keep stock and costing records, 
the keeping of the same being applicable, 
but simply with failing to keep proper 
stock and costing records. 

In the course of his judgment Jordan 
C.J. said at p. 112: 


It does not follow that every manufacturer and 
every trader is bound by Prices Regulation 49 
to keep costing records. He is required to do 
so only where the keeping of such records is 
applicable. If he is prosecuted for not keeping 
them, the burden of proof is on the prosecutor 
to establish that there is some Regulation or 
Order which makes it necessary for him to 
keep such records in order to be able lawfully 
to earry on his business. 
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NOTICE TO QUIT AFTER FAILURE OF EVICTION PROCEEDINGS. 


Regulation 62A (1) of the National 


Security (Landlord and Tenant) Regula- 
tions provides as follows: 


(1.) Where a lessor has taken proceedings in 
any Court to recover possession of any pre- 
scribed premises from the lessee or for the 
ejectment of the lessee therefrom and the Court 
has (whether before or after the commence- 
ment of this regulation) refused to make an 
order in favour of the lessor, the lessor shall 
not give to the lessee any notice to quit 
(whether on the same ground as a previous 
notice to quit or on some other ground) within 
six months after the decision of the Court unless 
he has first obtained the leave of a Court 
having jurisdiction under this Part so to do. 


A lessor of prescribed premises gave a 
notice to quit upon one of the permitted 
grounds and subsequently applied to the 
Court for an order for possession of the 
premises. This was refused. Within six 
months of such refusal the lessor made a 
second application to the Court relying on 
the original notice to quit. The Court held 
that it was not open to a lessor to make a 
second application based upon the same 
notice to quit; that every application for 


an order for possession must be founded 
on its own particular notice to quit; and 
that regulation 62A prevents any second 
notice to quit in all cases where an order 
has within six months been refused. Kiely 
v. Loose, [1947] A.L.R. 612. 
Referring to regulation 62A, Fullagar, J. 
said at p. 614: 
Regulation 62A is not, I think, capable of any 
satisfactory explanation if the view of the 
complainant is accepted. It was said that it 
was intended to apply in the case where the 
first application was refused on the ground 
that the notice to quit was defective. But it 
applies, in terms, to all cases where the Court 
has refused to make an order. And it applies 
to any second notice whether on the same or 
another ground. And the suggested explan- 
ation is altogether unsatisfactory, because one 
would have expected reg. 62A to be primarily 
concerned with the opposite kind of case. If a 
notice to quit were held defective on technical 
grounds, one would not have expected a restriec- 
tion on the lessor’s opportunities to remedy the 
technical defect. If, on the other hand, the 
notice to quit were good but the application for 
possession were rejected on grounds of sub- 
stance, it would be entirely natural to expect 
a restriction on further applications by the 
lessor. 


SLANDEROUS STATEMENT IN CLUB ROOMS. 


The appellant, Nickolas Guise, obtained a 
verdict for £500 in an action for slander 
against the respondent John Kouvelis. 
Upon appeal to the Full Court of the 
Supreme Court of New South Wales, the 
judgment for the plaintiff was set aside 
and a new trial ordered on the ground that 
the learned trial judge should have 
directed the jury that the occasion on which 
the words complained of were used was 
one of qualified privilege. The undisputed 
facts were that the defendant, who was 
a committeeman at the Hellenic Club, 
charged the plaintiff with crooked be- 
haviour in playing cards and did so in the 
presence of a number of persons, including 
members of the club and others and inelud- 
ing persons who were not actually playing 
with him. The defendant pleaded the 
general issue, relying upon qualified privi- 
lege. On appeal to the High Court, the 
decision of the Full Court of the Supreme 
Court of New South Wales was reversed, 
the High Court holding that the words 
complained of were not spoken on a privi- 
leged occasion (Guise v. Kouvelis (1947), 
74 C.L.R. 102). 

In the course of his judgment, Starke, J. 
said at p. 113. 


It is for the judge to determine whether an 
oceasion is privileged. An occasion is privi- 
leged where the person who makes the communi- 
cation has an interest or a duty, legal, social 
or moral, to make it to the person to whom it 
is made and the person to whom it is so made 
has a corresponding interest or duty to receive 
it. ‘*As to legal duty’’ said Serutton, LJ. 
‘‘the judge should have no difficulty; the judge 
should know the law; but as to moral or ‘social 
duties of imperfect obligation, the task is far 
more troublesome. The judge has no evidence) 
as to the view the community takes of moral or 
social duties. All the help the Court of Appeal§ 
ean give him is contained in the judgment of 
Lindley, L.J. in Stuart v. Bell ([1891] 2 Q.Baa 
at p. 350): ‘The question of moral or social] 
duty being for the judge, each judge must 
decide it as best he can for himself. I take 
moral or social duty to mean a duty recognised 
by English people of ordinary intelligence and 
moral principle, but at the same time not a duty} 
enforceable by legal proceedings, whether civil 
or criminal’ ’’, The test applied is whether thé 
‘“great mass of right-minded men’’ in thé 
position of the respondent would, in the circum 
stances of the case, have thought it their dutyy 
to call out in a loud voice ‘‘ You are a crook,” 
so that the words could be heard by fifty oF 
sixty persons who had no interest in the partieg 
ular game or in the players engaged in it 
Clearly the respondent had no legal duty @ 
make any such statement and no reasonablé 
right-minded man in the circumstances and iff 
the position of the respondent ought, 
judgment, to have made it. 








